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REDUCING COSTS THROUGH BUDGETARY 
CONTROL 


(A lecture to the Australasian Institute of Cost Accountants, 
Victorian Di@sion) 


by 


A. A. FITZGERALD 


I. RELATIONSHIP OF FINANCIAL BUDGET TO OTHER BUDGETS 


The essence of budgetary control is co- 
ordination. The necessity for co-ordination 
of production and sales programmes is ob- 
vious. Failure to maintain this co-ordina- 
tion means either failure to produce goods 
which have been sold or to sell goods 
which have been produced. In either 
event, loss is inevitable. Either sales con- 
tracts are broken, with serious damage to 
goodwill, or surplus stocks have to be 
carried at considerable expense until they 
can be sold at sacrifice prices. 


It is also obvious that plans for procure- 
ment of equipment, materials and labour 
must be co-ordinated with production 
plans. A break-down at any point in 
plans for procuring the means of produc- 
tion must disrupt the ‘production pro- 
gramme and throw it out of balance with 
the sales programme. 

Likewise, if a business is to continue 
to operate successfully, its income from 
sales of goods or services must exceed 
the cost of producing and selling those 
goods or services, and of administering 
the business while they are being 
Produced and sold. Accordingly, co- 
ordination of expense budgets with sales 
programmes is also essential. 


But probably the greatest need of all is 
for co-ordination of financial plans with 
departmental budgets. Even though pro- 


curement is intelligently planned and 
effectively controlled to make possible the 
planned volume of production, sales keep 
pace with production, and profit-earning 
capacity justifies the planned scale of 
activity, the whole programme may be 
wrecked by failure to plan, and to adhere 
to the plan, for provision of the financial 
resources necessary to put it into effect. 

The penalty for failure to plan finances 
is more serious than that for failure to 
co-ordinate production, sales and expense. 
It is not merely a risk of loss, but at the 
worst bankruptcy, and at the best serious 
difficulty, as well as high cost, in raising 
additional funds in an emergency. 

Many a business whose operations are 
inherently profitable has failed because of 
lack of foresight in financial planning. 
Many others have suffered heavy losses 
or, at least, heavy sacrifices of hard- 
earned profits because of failure to avoid 
financial crisis. 

It is curious that, whilst no wise in- 
vestor would entertain the idea of invest- 
ing in a new enterprise for which a sound 





86 The Australian Accountant 


Reducing Costs—continued 

initial financial structure had not been 
planned, many established enterprises 
undertake heavy additional commitments 
without proper regard to the effects of 
increased activity on the carefully 
planned initial financial structure. 

The need for planning finances at the 
outset of a new enterprise, or at such 
times as an enterprise is to be re-financed, 
is so evident that it is even required by 
company law. See Victorian Companies 
Act, 1938, Fourth Schedule, by which 
every prospectus of an issue by a company 
of shares or debentures must state the 
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minimum amount which, in the opinion of 
the directors, is needed to cover the pur- 
chase price of property to be acquired, the 
preliminary expenses to be incurred, the 
repayment of moneys borrowed by the 
company, and working capital, and the 
sources from which this minimum amount 
is to be provided. - 

In effect, these particulars are in the 
nature of a financial budget. If such a 
budget is essential for the establishment of 
a new business, it is equally necessary for 
the maintenance of satisfactory financial 
structure in an established business. 


II. ESSENTIALS OF SOUND FINANCIAL STRUCTURE 


Business enterprises draw the funds 
they use from two sources—creditors gnd 
owners. Each of these two sources may 
be subdivided in at least two different 
ways—according to the time for which, 
in the normal course of business, the 
funds will continue to be available to the 
business, and according to the compara- 
tive cost of the funds. 


The sources of funds used by a business 
may be classified thus: 


1. LIABILITIES TO CREDITORS: 
(a) Short-term, ‘‘No-Cost’’— 

Trade Creditors: 

Accrued Liabilities ; 

Taxation Provisions; 

Proposed Dividends. 

Short-term, Interest-bearing— 

Temporary bank overdrafts ; 

Deposits at call; 

Bills payable; 

Liabilities on instalment purchase 
contracts. 

Long-term, Interest-bearing— 

Bank overdrafts fixed for compara- 
tively long terms; 

Mortgages for fixed terms; 

Mortgages or Floating-Charge 
Debentures ; 

Deposits for fixed periods. 


2. CAPITAL CONTRIBUTIONS: 
(a) Temporary ‘‘No-Cost’’— 


Accumulated profits ; 
Revenue reserves. 


(b) ‘‘No-Cost’’ Capital held for fixed 
terms— 
Redeemable preference shares. 
(ec) ‘*No-Cost’’ Capital available per- 
manently— 
Irredeemable preference shares; 
Ordinary shares. 
Now, there are two aspects of this classi- 


fication of sources of funds which are of 
particular importance from the standpoint 
of financial management. One is that ‘‘no- 


eost’’ funds are comparatively risky 
sources of business finance. They may very 
easily become high-cost sources and they 
may suddenly cease to be available at a 
time when alternative sources are hard to 
tap. 

That is to say, that if a business depends 
upon ‘‘no-cost’’ sources of finance, it must 
always be in such a financial position that, 
in the ordinary course of business, it can 
repay the funds so obtained when called 
upon. Otherwise, it will find that ‘‘no- 
cost’’ funds have become high-cost funds, 
because of loss of settlement discounts, 
interest on overdue accounts, late-payment 
penalties and the like: or, worse still, it 
may have to take emergency steps to put 
its financial house in order, either by in- 
terruption of its planned production 
activity, forced realization of stock at bar- 
gain prices, hurried (and, therefore, high- 
cost) borrowings or capital raisings, or by 
a combination of all three methods. 

The other aspect is that, in the long run, 
no source of business finance except short- 
period, ‘‘no-cost’’ liabilities which are 
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Reducing Costs—continued 

regularly met at maturity, is truly costless 
if the business is to remain in existence. 
Even ordinary shareholders, the residual 
claimants to the profits of a business, will 
not be content to wait indefinitely for 
dividends or capital appreciation: unless a 
business can show in one way or another 
a reasonable rate of return on the capital 
contributions which it uses it must sooner 
or later go out of existence. 

In this sense, then, we may think of the 
‘‘eost’’ of business finance as including: 

(a) Interest and payments in the nature 
of interest on _ interest-bearing 
liabilities, 

Fixed dividends on 
shares, and 

A reasonable rate of return, having 
regard to the risk involved in the 
business, on ordinary shareholders’ 
funds (permanent and temporary). 

Because of the risk factor, a reasonable 
rate of return on ordinary shareholders’ 
contributions is normally higher than a 
fixed rate of preference dividend, and a 
fixed preference dividend rate is usually 
higher than the rate of interest on liabili- 
ties. Therefore, the total cost of financing 
a business is highest when maximum use is 
made of ordinary capital contributions, 
and lowest when maximum use is made of 
short-period, non-interest-bearing liabili- 
ties. But, when total cost of financing is 
lowest, risk of financial strain in an emer- 
gency is highest, and when total cost of 
fnancing is highest, risk of financial 
strain is lowest. This is the financial 
manager’s dilemma. Low-cost finance is 
comparatively risky, safe finance is com- 
paratively costly. Escape from this dil- 
emma is by way of compromise, involving 
skilled and informed judgment, in the 
light of cireumstances, as to the optimum 
balance between safety and economy. 

Formation of such a judgment is, of 
course, materially influenced by con- 
sideration of the uses to which funds are 
to be put. Im classifying these uses 
(“assets”) the test of time, or rate of con- 
Version into cash, is important. Current, 
or short-term, assets are those which, in 
the ordinary course of business, will be 
converted into cash within a compara- 
tively short period: non-current, or long- 
term, assets are those which, in the 


(b) preference 
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ordinary course of business will be con- 
verted into cash within a comparatively 
long period.’ 

Obviously, the extent to which resort to 
short-term, low-cost funds is justifiable 
materially depends upon the extent to 
which funds are used in carrying short- 
term assets: the extent to which funds are 
used in carrying long-term assets governs 
the extent to which resort should be had 
to long-term, high-cost funds. These re- 
lationships between short-term funds and 
short-term uses of funds, and between 
long-term funds and long-term uses of 
funds, are the most significant balance- 
sheet relationships. They also provide 
the clue to the fundamental law of busi- 
ness finance. 


Long-term funds should exceed 
long-term assets 

The excess (working capital) can, of 
course, alternatively be expressed as the 
excess of short-term assets over short- 
term funds: it should provide an adequate 
(but not unnecessarily wide) margin of 
safety to cover a variety of contingencies. 
These contingencies include the following: 

(i) Seasonal variations in long-term 
assets caused by time-lags between 
production and sales; 
Unavoidable slowing down, in 
times of general business slackness 
or general financial strain, of the 
velocity of the “cash cycle”— cash, 
materials and services, work in pro- 
gress, finished goods, sales, book 
debts, cash; 
Possibilities of increased money 
outlays on replacement of equip- 
ment, materials, finished goods; 
Possible shrinkage in realization 
value of short-term assets, such as 
stocks and book debts; 
Steady expansion of business ac- 
tivity ; 


(ii) 


(iv) 


(v) 


*Land and such intangible assets as goodwill 
are apparent exceptions to this definition, but 
only apparently. Land ‘in many instances is con- 
sumed so slowly that, for all practical purposes, 
it may be regarded as not being converted into 
eash at all in the ordinary course of business: 
this, however,.is only a question of degree. 
Goodwill, as the cost of acquiring a right to 
future “super-profit” is converted into cash as 
those super-profits are realized. 
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Reducing Costs—continued 


(vi) Unexpected and unavoidable oper- 

ating losses; 

(vii) Idle-capacity losses in times of 
general business recession; and 

(viii) “Windfall losses” by catastrophies 
or through external influences over 
which an individual business has 
little or no control. 

A few moments’ consideration of the 
diverse, and to some extent unpredictable, 
nature of these contingencies should suf- 
fice to show that financial management 
can never be reduced to a routine, and 
that rule-of-thumb working-capital stan- 
dards are unreliable. Neither the abso- 
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lute size of the working-capital of a 
business nor the relationship between 
short-term assets and short-term funds 
(known as the working-capital ratio), 
is in itself, or by reference to any 
standard ratio, a satisfactory measure of 
the soundness, or the economy, of the finan- 
cial structure of a business. What is much 
more important is that sound judgment 
should be formed, in the light of all rele- 
vant circumstances, as to the desirable 
amount of working capital and the desir: 
able working-capital ratio; and that move- 
ments from time to time in the amount 
and in the ratio should be controlled in 
advance and carefully analysed in retro- 
spect. 


III. OVER- AND UNDER-CAPITALIZATION 


It is evident that there are two main 
problems which financial management has 
to face in establishing a business on a 
sound financial footing. These problems 
are: 

(a) Determination of the total amount 


of funds to be used in the business, 
and 

(b) Determination of the proportions 
of the total funds which are to be 
obtained from various sources. 


Lack of balance in either of these two 
respects results in an unsound financial 
structure. A financial structure may be 
unsound because of either over-capitaliza- 
tion or under-capitalization. Each of 
these expressions is used in more than 
one sense. 


Over-capitalization may mean that the 
total funds used in a business are too 
great in relation to the profit-earning 
capacity of the business: the business may 
be inherently incapable of earning suf- 
ficient to meet total “cost” of financing it. 
It may also mean that more funds are 
used in the business than are needed for 
its efficient and economical operations. On 
the other hand, it may mean that too 
great a proportion of the total funds used 
is obtained from high cost sources, such 
as shareholders’ funds. 


Under-capitalization may mean that the 
total funds available to the business are 
insufficient to enable the business to be 
efficiently conducted. It may also mean 


that too low a proportion of the total 
funds used is obtained from capital con- 
tributions and that, therefore, the busi- 
ness is too dependant on the forebearance 
of its creditors. 


There are obvious dangers in either 
over-capitalization or under-capitalization. 
If a business is over-capitalized in the sense 
that it is permanently incapable of earning 
the ‘‘cost’’ of financing the whole of the 
funds it uses, it should never have started, 
and it cannot continue to operate indefi- 
nitely. If it is over-capitalized in the sense 
that it has available more funds than are 
needed, wasteful idleness of working capi- 
tal is involved: excessive idle funds natur- 
ally encourage slack financial management. 
If a business is over-capitalized in the sense 
that it uses too great a proportion of high- 
cost finance, selling prices must be un- 
necessarily high in order to meet the exces- 
sive cost of financing; or, alternatively, the 
balance of profit available for distribution 
to ordinary shareholders, after making 
sufficient appropriations to reserves for 
contingencies, must be inadequate to com- 
pensate for the risks involved. 


If a business is under-capitalized in the 
sense that the total funds available are 
insufficient for its efficient operation, costs 
are increased through such interferences to 
smooth working as: 

(a) Hand-to-mouth buying of materials 

and consequent loss of quantity dis- 
counts ; 
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Reducing Costs—continued 
(b) Delayed payments for materials, 

with consequent loss of settlement 
discounts, damage to credit stand- 
ing, and even risk of stoppage of 
supplies ; 
Forced sales of stock at unprofitable 
prices ; 
Inability to replace inefficient or 
obsolete plant and equipment, or to 
provide for steady growth of the 
business by installation of additional 
equipment; and 
A general breakdown of plans for 
proper co-ordination of all the ac- 
tivities of the business. 

If a business is under-capitalized in the 
sense that it relies too much on short-term 
liabilities, it is susceptible to dislocations 
of all these kinds, and, in addition, to risk 
that it may suddenly be called upon to cor- 
rect an unsatisfactory financial position by 
replacing short-term liabilities by long- 
term funds. This risk is most likely to 
erystallize at a time when general financial 
conditions are becoming stringent. This 
will be just the time when it is more than 
ordinarily difficult to make the necessary 
arrangements, or when arrangements can 
be made only at a comparatively high 
finance cost, with which the business will 
be saddled more or less permanently. 
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It should be emphasized, however, that 
in considering whether a business is over- 
capitalized or under-capitalized in any 
sense of these terms, it is necessary to 
take the long view. In the short-run, the 
profit-earning capacity of a business may 
be insufficient to meet the total cost of 
financing it, but the long-run prospects 
that it will be able to do so may still be 
satisfactory. In the short-run, a business 
may be using more long-term funds than 
are necessary to finance its current scale 
of operations, but in the long-run it may 
need the whole of its present working 
capital. In the short-run, or at a par- 
ticular point of time in any year, under- 
capitalization may not be evident; but in 
the long-run or at other points of time 
during the year shortage of working 
capital, or shortage of total funds, may 
involve serious financial embarrassment. 


It follows that financial management 
must take both the short and the long 
view. The initial financial structure should 
be planned to provide what is thought in 
the circumstances to be satisfactory bal- 
ance between economical and safe finane- 
ing; short-range financial budgeting 
should be designed to preserve this bal- 
ance throughout the budget period; and 
long-range budgeting of finances required 
for expansion should be designed to avoid 
necessity of re-financing the business at 
an inopportune time. 


IV. CAUSES OF DISTURBANCE TO FINANCIAL STRUCTURE 


Assuming that the initial financial 
structure of a business is satisfactorily 
planned, the continuing responsibility 
of financial management is to maintain 
that balance. A balanced financial strue- 
ture can be upset through numerous 
causes, of which the most important are: 
Failure to reach or to maintain the 
desirable level of profit-earning 
capacity ; 


(1) 


. 
Lack of balance between plans for 
expansion of the business and plans 
for financing expansion ; 

Unwise expansion of the business 
in such a way that the profit- 
earning rate of the business as a 
whole is diminished ; 


(iv) Financing of additional long-term 
of funds from _ short-term 
sources; 


uses 


Ineffective use of working capital; 
Reduction of the margin of safety 
represented by working capital, or 
failure to ensure that this margin 
incredses as the amount of short- 
term liabilities grows; and 

(vii) Excessive distributions of “profits” 

without due regard to the necessity 

for retaining reserves. 

None of these matters should be left to 
chanee, or to action after damage -has 
been done. They are all controllable, in 
greater or less degree, by advance plan- 
ning and budgetary control. 
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V. AVOIDANCE OF DISTURBANCE TO FINANCIAL STRUCTURE. 


The ways in which budgetary control 
can assist in avoiding disturbances to an 
initial sound financial structure arising 
from these several causes are: 


(i) Failure to reach or to maintain the 
desired profit-earning capacity. 


Every proposal for the establishment of 
a new business, or for the expansion of 
an existing business, should be subject to 
the acid-test of profitability in relation to 
funds required, and to the sources from 
which those funds are to be derived. This 
involves a deliberate and clearly ex- 
pressed plan for earning the minimum 
quantum of profit which will be sufficient 
in the long run to meet the money-costs 
of raising funds on which interest is to be 
paid, and the “costs” represented by rea- 
sonable rates of dividends on capital con- 
tributions and adequate retentions of 
profit. It should be emphasized that “pro- 
fits,” as determined by generally accepted 
accounting practices, though doubtless 
legally distributable as dividends, are not 
necessarily wisely distributable. The dis- 
tinction between accounting and financial 
policy is vitally important. The function 
of accounting is to provide information 
which will be useful for management pur- 
poses, including the purposes of financial 
management. The function of management 
is to make decisions in the light of infor- 
mation provided by accounting and by 
other means. Information as to ‘‘profits,’’ 
in the purely accounting sense, is not the 
only information which financial manage- 
ment needs. Formation of sound judgment 
as to the proportion of accounting profits 
which can wisely be distributed immedi- 
ately, and the proportion which should be 
retained to provide for contingencies, is 
possible only if information is available on 
a variety of matters not reflected in ac- 
counting records, and for the most part 
not ascertainable by accounting methods. 
For example, information of a non- 
accounting nature is needed in respect of: 
(1) External influences, such as fluetua- 
tions in general business activity and 
the possibility, extent and immin- 
ence of competition ; 
(ii) Trends in selling prices of stocks of 
finished goods; 


(iii) Trends in replacement prices of 

materials ; 

(iv) Trends in costs of replacement of 

equipment; and 

(v) Plans for steady expansion in the 

volume or nature of the business 
activities. 

Information on many of these matters 
will naturally have been collected and 
analysed in preparing budgets of produe- 
tion, equipment, sales and expense. All this 
information should be available to financial 
management to assist it in forming a judg- 
ment on the relationship between account- 
ing profit which should be distributed and 
accounting profit which should be retained. 
The overriding consideration is that no 
project for new activity or for the expan- 
sion of an existing activity should be finally 
approved until it has passed the financial 
test. This test is best applied through the 
preparation of a budgeted profit and loss 
statement, showing the gross revenue which 
is expected to be earned, the cost of earning 
that revenue, the resultant accounting 
profit, the planned retention of profit, the 
balance available for dividend, and the 
relationship of the planned dividends to 
the planned capital contributions. 


(ii) Lack of balance between plans for 
expansion of the business and plans 
for financing expansion. 

Steady growth of any business which is 
established on a sound footing can usually 
be financed from within, that is by reten- 
tion of portion of the profits earned, in 
order to provide the requisite expansion 
in long-term uses of funds by simul- 
taneously adding to long-term sources of 
funds' The probable effect on financial 
structure of steady expansion of a busi- 
ness can be gauged with a considerable 
degree of accuracy by preparation of 
budgeted balance “sheets based upon the 
existing financial structure, and upon pro- 
duction, equipment, sales and expense 
budgets. These budgeted balance sheets 
should be prepared to show expected 
financial structure at each of several dates 
throughout the budget period. Serutiny 
of the planned working capital position 
and the working capital ratio at the 
various dates as at which the budgeted 
balance sheets are prepared will indicate 
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Reducing Costs—continued 

whether financial strain, or excessive 
financial risk, are likely to be involved at 
any point of time during the budget 
period. Should such possibilities be indi- 
eated, advance notice is thus given of the 
necessity to seek additional financial re- 
sources or, alternatively, to modify expan- 
sion plans. 

There are obviously limits to the extent 
to which business expansion can be 
financed by retention of profits, particu- 
larly in these days of high taxation and 
price or profit control. It frequently hap- 
pens in an expanding economy (such as 
that of Australia today) that opportuni- 
ties occur for acceleration of the rate of 
growth of a business without reducing its 
profit-earning rate in relation to funds 
used. Sometimes, indeed, the decision 
whether or not to undertake rapid and 
extensive expansion is forced upon busi- 
ness management. Few businesses can, or 


do, stand still. They either grow or die. 
The desirable rate of growth may be in- 
creased by a variety of factors—need for 


vertical integration in order to ensure ac- 
cess to raw materials or to dispose of 
finished product, technological need for 
large-scale production or installation of 
improved machinery in order to ensure 
economical operation, need to expand 
rapidly in order to ensure that production 
will keep pace with growing demand, 
need to increase or improve services to 
customers, need to hold a place in the 
industry by discouraging ‘or forestalling 
competition. Only in rare cases do such 
considerations suddenly become important. 
Usually they can be foreseen in advance, 
and expansion can, therefore, be planned 
in advance in the same way as the initial 
scale of operations and the initial financial 
structure were planned. Preparation of 
plans for procurement of additional 
equipment, materials and services, and for 
marketing additional production is the 
function of the departments concerned. 
Examination of the additional profit 
which will result and of its adequacy in 
relation to the additional funds needed is 
the job of financial management. But 
long-range financial planning goes fur- 
ther than this. It makes provisional 
estimates of the total additional funds 
which will be needed and of the times at 
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‘ 
which they should be made available; and 
it prepares a tentative programme of 
ways and means of securing the funds in 
the most economical manner consistent 
with maintenance of financial stability. 
The effect on financial structure of an 
expansion plan, combined with a tentative 
plan for financing it, may then be ex- 
amined through the medium of a series of 
budgeted balance sheets prepared as fore- 
casts of financial position at various dates 
during the construction period, on com- 
pletion of the expansion project, and 
subsequently. 

These long-range plans, of course, differ 
in important respeéts from short-range 
financial budgets. They are# much less 
likely to be accurate, and they are much 
more open to revision, as the expansion 
projects develop and general business and 
monetary conditions change. But they are 
none-the-less essential elements in sound 
business planning. In particular, the ten- 
tative programming of ways and means of 
financing the projected expansion is vital. 
Over comparatively long periods interest 
rates vary substantially: so do attitudes 
of investors towards rates of dividends on 
preference and ordinary shares, and com- 
parative popularity among investors of 
these two classes of shares. 

At times, there is a decided tendency on 
the part of the typical investor to favour 
preference shares. This is most likely to 
be the case when preference dividend 
rates are high and when deflationary ten- 
dencies are developing. At other times, 
particularly during up-swings in the 
business cycle, there is a definite tendency 
to favour ordinary shares. Forewarned 
with even approximate knowledge of total 
funds required and of the desired balance 
between different sources of funds, finan- 
cial management is well placed to take 
advantage of these shifts in interest rates 
or in investors’ partialities, so as to secure 
long-term funds on favourable terms. 

The alternative to such advance plan- 
ning is to wait until funds are needed 
immediately before setting out to raise 
them, regardless of existing monetary 
conditions and of existing predilections of 
investors; or to wait until attention is 
forcibly directed, by disclosure of unsatis- 
factory position by an actual balance 
sheet or by pressure on the part of 
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Reducing Costs—continued 

creditors, and then to try, as best may be, 
to put it right. There can surely be no 
question as to the responsibility of finan- 
cial management in this respect. 


(iii) Unwise and Unprofitable Expansion. 


The time to discover that expansion is 
unprofitable, in the sense that it reduces 
the profit-earning rate of a business, is 
obviously before the decision is taken to 
approve the expansion, and not after the 
business is committed to it. Here again, 
the device of the budgeted profit and loss 
statement is invaluable: again it is neces- 
sary to take the long-range view, and to 
make allowance for the fact that ex- 
panded activity may be profitable in the 
long-run, though not immediately fully 
reproductive. A series of budgeted profit 
and loss statements may be necessary to 
throw light on these possibilities. The 
basis for preparation of these statements 
is of course, to be found in long-range 
departmental plans. 


(iv) Financing of additional long-term 
uses of funds from short-term 
sources. 

This is, of course, a breach of the funda- 
mental law of business finance, which, 
unless the pre-expansion financial struc- 
ture was strong enough to permit it, must 
result in an unbalanced - structure, 
evidenced by insufficient working capital 
and a significant fall in the working- 
capital ratio. Like all other causes of un- 
balanced finances, it is better, and more 
easily, avoided in advance than corrected 
after the event. Budgeted balance sheets 
are the best mean of avoidance, so long 
as there is regular comparison of actual 
balance sheets with budgeted balanée 
sheets prepared as at the relevant dates. 

One way in which this breach may 
occur, as it were unwittingly, arises from 
the connection between depreciation pro- 
visions and working capital, The account- 
ing purpose of depreciation provisions is 
to spread a money outlay on long-term 
assets over the working life of those 
assets. In theory, one result is to aecumu- 
late funds which will be available, when 
needed, to replace the assets which have 
been consumed. If, over a term of years, 
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the money outlay on replacements is ap. 
proximately equal to the total of depre- 
ciation provisions, there will be little or 
no effect on working capital. If, however, 
as is more often the case, there is a time. 
lag between the accounting provisions 
for depreciation and the replacement 
of assets, additional funds have, for the 
time being, become available to the busi- 
ness. These funds, other things being 
equal, will represent a temporary addition 
to working capital, and may raise the 
working capital to such an extent that it 
can apparently be safely reduced by using 
the surplus to finance business expansion. 
When the time comes to replace worn- 
out assets, however, a sudden and serious 
diminution in working capital will occur; 
and the business, having used part of its 
working capital to acquire long-term 
assets, may be forced to correct this by 
raising long-term funds te replenish its 
working capital. Avoidance of this possi- 
bilty depends upon careful budgeting of 
plant replacements as well as of plant 
additions, and the _ ineorporation in 
budgeted balance sheets of the budgeted 
outlay from time to time on replacements, 
It will be noticed that, so far as preserva- 
tion of financial structure is concerned, 
this procedure will take into account 
estimated cost of replacements, even 
though that cost may be higher or lower 
than the original money outlay on re- 
placed assets. 


(iv) Ineffective Use of Working Capital. 

Working-capital, defined as the excess 
of short-term assets over short-term lia- 
bilities, is intended to ensure, with an 
adequate margin of safety, that short- 
term liabilities ean be discharged as they 
mature. 

The principal constituents of the short- 
term assets group are book debts and 
stocks. It is obvious, therefore, that the 
optimum size of working capital materially 
depends upon the amount of funds which 
from time to time, is locked up in stocks 
and book debts which will not be available 
for discharge of liabilities until the goods 
have been sold and the proceeds collected. 
Even then, in a continuing business, 4s 
fast as stocks are sold they need to be 
replenished, and as fast as book debts are 
collected, they are replaced by new debts. 
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Reducing Costs—continued 

Effective use of working capital, there- 
fore, requires that, from time to time, the 
amounts which are continuously locked 
up in stocks and book debts shall be kept 
at a minimum: in other words, that accu- 
mulations of slow-moving stocks and 
unnecessarily long delays in the collec- 
tion of book debts must be avoided. These, 
also, are matters susceptible to advance 
planning. 

So far as accumulation of slow-moving 
stocks is concerned, much depends upon 
proper co-ordination of production and 
sales programme: a measure of the effec- 
tiveness of this co-ordination can be pro- 
vided by planning in advance rates of 
turnover for stock of different kinds, in 
such a way that periodically rates of 
stock turnover achieved may be compared 
with planned rates. Should serious dis- 
erepancies be brought to light by such 
comparisons, a clear indication is given of 
the necessity for taking special steps to 
rectify the position, either by more inten- 
sive sales campaigns, by special efforts to 
clear unbalanced stocks, or, in the last 
resort, by modification of the production 
programme. 

So far as unnecessary delays in the col- 
lection of book debts are concerned, a 
target may be set by estimating in ad- 
vance the number of average-day’s sales 
which should remain uncollected at 
various dates throughout the budget 
period: actual results may then be com- 
pared periodically with these targets and 
any serious discrepancies, if not explain- 
able by special circumstances, will sug- 
gest ineffective supervision of credit or 
inefficient control of collections. 

Estimates made for the purpose of eal- 
culating target rates of stock turnover 
and average-day’s sales uncollected, 
together with information obtained from 
departmental budgets of purchases of 
equipment and materials, production, 
sales, and expense provide a basis also for 
the preparation of cash budgets. A cash 
budget shows, for each month throughout 
the budget period, the estimated balance 
of cash in hand or bank overdraft at the 
beginning of the month, estimated cash 
collections for the month, estimated cash 
disbursements for the month, and esti- 
mated cash in hand or bank overdraft at 
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the end of the month. In addition to 
providing means by which actual move- 
ments in cash funds may be compared 
with targets, cash budgets are, of course, 
invaluable in the preparation of budgeted 
balance sheets. Budgeted balance sheets 
show, inter alia, the planned working 
capital position: comparisons of actual 
balance sheets with budgeted balance 
sheets disclose the extent to which actual 
working capital has varied from the plan. 


(vi) Reduction of the Margin of Safety. 
Reduction of the margin of safety rep- 
resented by working capital has already 
been mentioned: working capital may be 
reduced by failure to reach profit targets, 
by lack of balance between additional 
long-term assets and additional long-term 
funds, or by inefficiency in the control of 
stocks on hand or in collection of book 
debts. Undesirable reductions of working 
capital, therefore, may be controlled by 
preparation of budgeted balance sheets 
and cash budgets, and continuous com- 
parison of actual performance, and its 
effect on financial position, with these 
budgets. One point, however, should be 
emphasized. As a business grows, its in- 
vestment in short-term assets grows, as 
well as its investment in long-term assets. 
Even though there is no breach of the 
fundamental law of business finance, this 
may mean that short-term liabilities also 
increase. Maintenance of a_working- 
capital ratio—the ratio of short-term 
assets to short-term liabilities—requires 
that short-term assets shall grow at the 
same rate as short-term liabilities. In other 
words, if, at a given date, short-term 
assets amount to £2,500, and short-term 
liabilities to £1,000 (a working capital 
ratio of 250 per cent.), and at some sub- 
sequent date short-term liabilities have 
risen to £1,500, in order to maintain the 
working-capital ratio at 250 per cent. it 
will have been necessary for short-term 
assets to have increased to £3,750. Study 
of trends in working-capital ratios is the 
proper use of working-capital ratios, or 
of such supplementary ratios as the quick 
asset ratio. The use of ratios by com- 
parison with rule-of-thumb standards, 
such as the supposed standard two-to-one 
working-capital ratio, is illogical and apt 
to be misleading. Maintenance of a de- 
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sired working-capital ratio may, of course, 
be planned in advance and reflected in 
budgeted balance sheets. Departures 
from the planned trend will then be dis- 
closed by comparisons of actual balance 
sheets with budgeted balance sheets. 


(vii) Excessive Distributions of Profits. 


It is not as well recognized as it should 
be that the word “profits” has a highly 
technical accounting meaning. It may be 
defined as the excess of income earned 
over the cost of earning the income; gross 
income and cost each being determined 
by the application to known facts of cer- 
tain accounting conventions and practices. 
Though the application of these account- 
ing conventions and practices to particu- 
lar facts may show that an accounting 
profit has been earned, it does not neces- 
sarily follow either that funds will be 
available for distribution of the profit, or 
that it would be wise to distribute it, 
even if funds were currently available. 
The amount of profit determined by ac- 
counting methods merely gives an indica- 
tion of the maximum amount of profit 
that may be distributed by way of divi- 
dend, unless there are considerations 
which make it undesirable to do so. Rele- 
vant considerations include the desir- 
ability of retaining a greater or lesser 
proportion of the accounting profit in 
order to strengthen the existing financial 
structure, to provide additional funds re- 
quired for steady growth, to meet con- 
tingencies such as future capital losses or 
operating losses, or to meet increased cost 
of replacement of long-term assets. No 
business can hope, year in and year out, 
to continue to operate without experienc- 
ing losses of one kind or another, or the 
need for exceptional money-outlays. 
Therefore, no business which follows the 
practice of regularly distributing the 
whole of its accounting profit can hope 
permanently to avoid disturbance to its 
financial structure. The extent of the 
need to retain a proportion of the ac- 
counting profits, of course, varies from 
time to time according to prospective 
general business and monetary conditions. 
For example, at the present time the need 
is exceptionally great, because there is 
good reason to believe that the general 
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tempo of business activity will slow down 
within the next few years, because there 
are indications that monetary conditions 
will be less easy in the near future than 
they have been for some time, and be- 
cause, in most cases, replacements of long- 
term assets in the reasonably near future 
will cost much more than the original 
money cost of the replaced assets. In the 
light of such considerations, the profit 
plan of every business should include 
also a profit-retention plan. This plan to 
retain a specified amount or proportion of 
accounting profit will, of course, be re- 
flected in cash budgets and in budgeted 
balance sheets. 


VI. CONCLUSION 
The weapons which should be used by 
financial management to assist it in effee- 
tive control of the finances of a business 
may now be summarized. They are: 


_ (a) For the short-term budget period: 


1. Budgeted profit and loss state- 
ments, representing a plan for 
earning the amount of profit re- 
quired and the amount of that 
profit which it is desired to retain 
in the business. 

Budgeted balance sheets, prepared 
as at various stages throughout 
the budget period, to indicate the 
planned financial structure and 
its soundness at all stages. 
Budgeted cash statements, repre- 
senting planned movement in cash 
funds throughout the period. 


(b) For long-range planning of major 
extensions and their finance: 

1. Budgeted profit and loss state- 

ments showing the planned earn- 
ing-capacity of the expanded 
business. 
Budgeted balance sheets showing 
the planned method of financing 
the projected extensions, and the 
effects of adoption of these tenta- 
tive proposals on financial struc- 
ture. 

This series of budgets merely provides 
a system or plan: it does not, of course, 
ensure that the plan will be followed. If, 
however, the plan is not followed, or if 


(Continued on page 95) 
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Repucine Costs THROUGH BUDGETARY 


the departmental activities become un- 
balanced, disturbances to profit-earning 
capacity or to financial structure are 
inevitable. Business management needs 
unmistakeable indicators of divergencies 
between plans and performance, or of 
failure to maintain planned co-ordination 
of activities. Comparison of actual profit 
and loss statements, actual balance sheets, 
and actual cash statements with the rele- 
vant budgets is the most effective means ~ 
by which these indicators may be brought 
to the early notice of management. 

sudgetary control of finance in the 
ways described is, of course, possible only 
if there is proper budgetary control of 
production, selling expense and expan- 
sion. Financial budgetary control is the 
coping stone of the whole edifice of 
budgets, and no system of budgetary con- 
trol is complete, or likely to be fully effec- 
tive, unless the coping stone is well and 
truly placed in position. 

In addition to the direct assistance 
which it gives to management in making 
policy decisions, budgetary control of 
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finance is invaluable in improving the 
credit-standing of a business. In Aus- 
tralia most businesses, at one time or an- 
other, rely upon bank overdrafts as a 
source of part of the funds which they 
need, even if only to tide them over sea- 
sonal accumulations of stocks or book 
debts. The extent to which, and the times 
at which, bank accommodation will be 
needed, should be estimated in advance. 
Cash budgets, in particular, are most 
useful for this purpose, and their regular 
preparation promotes confidence on both 
sides: on the part of the borrower, be- 
cause his application for accommodation 
is based on a carefully thought-out plan 
covering the amount to be borrowed, the 
purposes for which the borrowings are to 
be used, and ability of the business to 
repay in accordance with arrangements 
made; on the part of the lender, because 
of assurance that the application is part 
of a balanced financial programme, that 
the funds borrowed will be efficiently 
used, and that their repayment on ar- 
ranged terms will not be left to chance. 





THE FINANCIAL BUDGET AS AN AID 
TO MANAGEMENT 


Being an address delivered to the Melbourne Junior Chamber of Commerce 


by 
H. F. Fox 


When we are approached for a loan of 
money—whether large or small—we will, 
if we apply sound financial principles, 
call for certain information before we 
agree to make the loan. Of course, we 
will want to know something about the 
security and the rate of interest which 
is offering, but we should call for much 
information in addition to that. Here are 
questions which we should ask: 

(1) For what purpose is 
desired? 

(2) From what source will the loan 
be repaid? 


- 


the loan 


, F.C.A.A. 


(3) When will the loan be repaid? 

In other words, and whether or not 
we use the term “budget,” we will require 
the borrower to submit a financial plan, 
i.e., a budget. This course is logical for 
our own protection as well as the lender’s. 
Consider the three questions briefly. 

1. For what purpose is the loan re- 
quired? Is it required as working capital 
for trading and profit-making; is it pro- 
posed to invest it in fixed assets with a 
view to profit making; or is it wanted for 
some non-productive purpose? We will 
be more favourably inclined towards 





96 The Australian Accountant 


The Financial Budget—continued 

granting the loan if the money is to be 
employed on some profit-earning project, 
while there is a greater likelihood of our 
refusing the loan if it is proposed to dissi- 
pate the funds in some wasteful manner. 
It is therefore most important that the 
lender should know the purpose of the 
loan. 

2. From what source will the loan be 
repaid? -The lender will desire to satisfy 
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himself as to the reliability and adequacy 
of this source, otherwise he may find it 
necessary to incur trouble and possibly 
expense in recovering his principal by 
foreclosure on the security. 

3. When will the loan be repaid? The 
lender can plan his finances more 
efficiently if he knows in advance when 
his money will be repaid. A definite re. 
payment programme also has a good 
psychological effect upon the borrower, 


ATTITUDE OF BANKERS AND OTHER FINANCIERS TO BUDGETING 


Do bankers and other financiers enquire 
into these points before they agree to 
provide financial accommodation? Yes, 
they certainly do, and the existence of an 
effective financial budget will assist con- 
siderably in winning their co-operation. 
An actual case study may be helpful in 
presenting this point. A few years ago a 
large merchandising and manufacturing 
organization had twice appealed to its 
bankers for an overdraft, but twice it had 
been refused. It was at this unhappy 
stage that I joined this organization as 
its senior executive, and one of my first 
tasks was to handle a third appeal to the 
bank. Before doing so, however, I asked 
the questions which I knew the bank 
would address to me—the three men- 
tioned in my opening remarks were 
among them—but the answers were not 
readily forthcoming. 

It was clear that this organization had 
no plan—no budget. Directors and execu- 
tives were hazy within wide limits as to 
the amount of overdraft which was 
needed, they had “hopes” but could not 
show with any reasonable degree of cer- 
tainty the source from which the advance 
would be repaid, nor could they indicate 
when it was expected that the organiza- 
tion would be in a position to repay the 
loan. Any bank or other financial institu- 
tion would have been utterly foolish to 
have advanced money under such circum- 
stances. 

The first step was, therefore, to bring 
the directors and my departmental heads 
into consultation. The directors were 
asked to define a long-term policy, and 
the advice of departmental heads was 
sought as to productive capacity, operat- 
ing expenses and other factors which 


might affect the cash position. Armed 
with this information, we were able to 
formulate a budget which indicated our 
anticipated overdraft position at the close 
of business each week. For each week 
of the year we had a simple budgeted 
statement on the following lines: 
Overdraft last Friday .. .. £ 
Plus this week’s payments for: 
Stock purchases 
Operating expenses, 
ing wages 
Capital items 


includ- 


Less receipts from cash sales 


and sundry creditors 
Overdraft this Friday 


This simple summary was supported by 
detailed statements showing, as regards 
both quantity and values, how each figure 
in the summary had been arrived at. 
These detailed statements were, in 
effect, supporting budgets—the produe- 
tion budget, the sales budget, the expense 
budget, and so on. 

We could now see at a glance how much 
overdraft we would need, when the peak 
would be reached, how much it would be, 
and how and when it would be repaid. 
The third application to the bank was 
accompanied by a copy of this budget 
and its supporting papers, and it was 
approved without any protracted nego- 
tiation. 

That example, taken from real life, is 
typical of many which could be cited, and 
it shows clearly how a well-prepared finan- 
cial budget inspires the confidence of 
lending institutions. Of course, it does 
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much more than that; among other things, 
it inspires confidence and self-respect in 


THE RELATIONSHIP BETWEEN 


All businesses must have the use of 
certain assets before they can become 
profit-earning; in fact, the term “busi- 
ness” in its popular interpretation can 
scarcely be applied to an organization 
unless it has these assets. Accountants 
classify them as “fixed” and “floating” 
assets. 

Fixed assets include such items as 
buildings, machines, and furniture, while 
stock-in-trade is an example of floating 
capital. 

This is common knowledge among busi- 
ness men, but it must always be remem- 
bered that finance is also an essential 
asset in business, and that it is manage- 
ment’s responsibility to secure maximum 
profits from the use of that finance in just 
the same way as it must endeavour to 
derive the greatest possible profits out of 
every other asset in the business. Man- 
agement knows, for example, that when 
it buys trading stock it must do so at the 
lowest possible cost consistent with 
quality, and that it must not accumulate 
an excessive stock, because overstocking 
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the borrower, and it helps him in his 
management by providing him with a 
plan of operations. 


FINANCE AND OTHER ASSETS 


can involve the business in certain ex- 
penses. The same principle applies to 
finance. If additional funds have to be 
obtained they should be secured as 
cheaply as possible, considering all rele- 
vant factors, e.g., whether the funds are 
needed on long or short term. On the 
other hand, management will not be deriv- 
ing maximum earnings from finance if it 
has large balances lying idle. 


Without budgeting, however, manage- 
ment lacks the assistance of a reasonably 
accurate foreknowledge of conditions. 
Then, if it has to raise funds, it has less 
time in which to do so, and consequently 
may not be able to obtain finance at such 
attractive prices. On the other hand, if 
it has funds to invest, it will be likely to 
secure the best returns if it has ample 
time to plan its investment. 


These features are especially important 
to businesses with seasonal fluctuations, 
but careful analysis reveals that most 
businesses are seasonable to at least some 
extent. Budgeting can help them. 


SHORT-TERM AND LONG-TERM BUDGETING 


The question arises, “Over what period 
should the financial budget be prepared?” 
My own opinion is that there should be 
two budgets: a short-term and a long- 
term. 


The short-term budget normally covers 
a period of one year, though this can be 
varied to suit the needs of the particular 
business, while the long-term budget 
covers a much longer period — possibly 
five or six years, and sometimes as much 


as twenty years or more. The ultra-long- 
term budgets are especially useful where 
an enterprise contemplates steady exten- 
sion of its capital assets. 

These budgets can be compared with 
maps. The short-term budgets are analo- 
gous to the large-scale locality plans, 
which give details of only a restricted 
area, while the long-term budgets can be 
compared with the smaller scale maps 
which provide us with less detailed in- 
formation over a wider range. 


BUDGETARY CONTROL AND REVISION OF BUDGETS 


The navigator in an aircraft does not 
tuck his flight plan into his pocket and 
forget all about it. On the other hand, he 
periodically checks on the aircraft’s pro- 
gress and informs the pilot of any defiec- 
tion from the planned course. The pilot 


ean then take steps to regain the proper 
course before the deviation becomes too 
great. 

So it is with business. It is one thing to 
have budgets, and it is another thing to 
make use of them. Making use of the 
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budgets involves the application of 


budgetary control, and this includes the 
presentation of reports in such practical 
form that they almost compel manage- 
ment to take corrective action. I will not 
elaborate on this aspect, however, as it is 
the subject of a talk which my friend 
Mr. Ruffels will deliver later in this series. 
® 
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Similarly, we must always be prepared 
to modify our budgets if the winds of 
business life make this desirable. The 
technique of the flexible budget is espe- 
cially helpful in this regard. The budgets, 
after all, are not an end in themselves, 
but they are a means towards an end. 
Budgets are a combination of plan and 
forecast formulated in as scientific a man- 
ner as possible. 


HOW THE FINANCIAL BUDGET ASSISTS MANAGEMENT 


How does the financial budget assist 
management? 

Firstly, it makes careful planning essen- 
tial. This necessitates clear thinking and 
advance grappling with problems, which 
must undoubtedly reflect to the benefit of 
the enterprise. The analogy exists in war- 
time strategy. The generals prepare their 
plan of action before the battle com- 
mences, they anticipate the moves of the 
enemy, and they decide upon counter- 
moves. They have reasonable time in 
which to undertake this planning, and are 
therefore far more likely to reach pro- 
perly reasoned conclusions than they 
would if these decisions had to be made 
in the heat of battle. 

Secondly, where budgetary control is 
applied effectively, it makes management 
aware of any departure from the satisfac- 
tory plan. This is done quickly enough to 
enable management to take corrective 
action before the fault assumes serious 
proportions. 


Thirdly, it provides management with 
advance knowledge of financial surpluses 
or shortages. This gives management rea- 
sonable time in which to invest or borrow 
at the best advantage. In other words, it 
enables management to secure maximum 
profits from the finance available. 

The co-operation of all departments is 
required in the preparation of budgets 
and the operation of budgetary control. 
(It has already been shown how the 
various departmental or functional 
budgets lead up to the financial budget.) 
Fourthly, then, this essential co-operation 
leads to all departments becoming “cost- 
minded.” 

Fifthly, the work involved in the pre- 
paration of the budget and the operation 
of the control assists towards the develop- 
ment of mutual understanding and the 
growth of the team spirit. Sectionalism 
and departmentalism are minimized, and 
there arises a keener desire to strive for 
the benefit of the organization as a whole. 
The ultimate result must be a reduction 
of costs and an increase in profits. 


WHAT BUDGETS WILL NOT DO 


Finally, let me leave a word of warning. 
Budgets, by themselves, no matter how 
well they are prepared, cannot add one 
farthing to the profits of the business un- 
less they are used effectively, but if those 
at the helm of business will use them con- 
scientiously and intelligently, these men, 
by so doing, can increase the profits by 


many pounds. The most expensive pens 
will not write letters if we leave them on 
our desks.. We must use them before we 
can gain any benefit from them. So it is 
with budgets! Budgets are an aid to man- 
agement, not a substitute for manage- 
ment. 


DISCUSSION FOLLOWING ADDRESS 


Question: Mr. Watt asked for an indica- 
tion of how early before the start of a 
financial period should a business start 
preparing its budget plans. 


Answer: Mr. Fox replied that it is diffi- 
cult to give a definite answer without 
having details of the business in question. 
Many factors have a bearing on this as- 
pect, among them being: 
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(a) The degree to which the business is 
subject to seasonal fluctuation, and 
the duration of the seasonal cycle. 

(b) The delay which is expected to 
occur between the time of order- 
ing raw materials, sub-assemblies, 
packing materials, ete., and the 
time of receipt. 
The period involved in manufac- 
ture of the product. 
The expected rate of stock turn- 
over. 
The possibility of impact 
fashion or other trends. 
Any proposals to vary the range or 
style of the goods handled. 
The delay which is expected to 
occur between the time of ordering 
additional .plant, buildings, etc., 
which may be needed and the time 
when they are likely to be avail- 
able for use in the business. 


from 


Management should bear in mind the 
necessity for two budgets, viz.: (a) the 
long-term budget which provides a gen- 
eral plan and should be prepared many 
years ahead, and (b) the short-term 
budget which fills in the details omitted 
from the long-term budget. Really, then, 
the development of the budgets should be 
spread over a lengthy period. 

In order to provide a more specific 
guide, however, Mr. Fox submitted an 
imaginary business which is able to 
secure all its requirements within a few 
weeks of ordering, where manufacturing 
occupies not more than a week or so, 
where there are at least four complete 
stock turnovers per annum, and where 
there are no unusual features. In such a 
case, it is desirable that the compilation 
of the short-term budgets should com- 
mence at least six months before the com- 
mencement of the financial period. 

It is important that very careful 
thought should be given to the details 
which make up the budgets, and this is 
likely to be prejudiced and the usefulness 
of the budgets will be reduced if they are 
rushed through at the last moment. Mr. 
Fox mentioned, as an analogy, the long 
Period of time which was involved in 
planning D-Day and our successful in- 
vasion of Europe during the last war. 
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Question: Mr. Robertson enquired 
whether it might not be necessary to de- 
lay the preparation of the budget until 
the start of the financial year, because the 
budget is based on figures of the previous 
year. 


Answer: Mr. Fox answered as follows: 
Budgets should not be based on figures of 
earlier periods, though certain data avail- 
able from these periods may provide help- 
ful information which can be used when 
compiling the budgets. Last year’s opera- 
tions undoubtedly embraced certain un- 
desirable features which could be im- 
proved upon, and the budgets should 
provide a plan of reasonable achievement 
embodying these improvements. 

Mr. Villiers supported Mr. Fox, adding 
that the composition of previous figures 
may be studied to provide bases for the 
budget, but that it is only the composition 
and not the previous figures themselves 
which should be used. He explained that 
quickly prepared budgets put into early 
use will often help materially in the com- 
position of the real budget to be intro- 
duced in, say, twelve months’ time. 

Mr. Watt pointed out that plant often 
has to be purchased six months‘or so in 
advance of requirements, and he drew at- 
tention to the disadvantages which this 
feature would create if the preparation of 
the budgets was delayed until the arrival 
of the budget period. 


Question: Mr. ‘Cooper commented that 


departmental managers should have a 
large say in the preparation of the 
budgets. He felt that the principle of 
requiring them to build up their own 
departmental budgets was sound psycho- 
logically and produced beneficial results. 
It gave them an added sense of responsi- 
bility and the knowledge that budgets 
were reasonable. Mr. Cooper sought the 
speaker’s comments. 


Answer: Mr. Fox agreed with Mr. 
Cooper, subject to careful review of the 
budgets submitted so as to ensure that 
they fit in with general policy, are rea- 
sonable, and embody the most desirable 
plan. The departmental managers must 
always carry considerable weight in the 
preparation of budgets for their own de- 
partments, and it is utterly wrong for 
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anybody else to attempt the compilation 
ef these budgets without the closest col- 
laboration with all executives who are 
likely to be affected. Nearly always, how- 
ever, it is desirable to give to a senior 
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executive the task of co-ordinating the 
work of budget preparation and editing 
the actual budget. If there is no budget 
officer available to handle this work, 
it is normally undertaken by the cost 
accountant. 





ACCOUNTING RESEARCH 


F. SEweLL Bray 


Senior Nuffield Research Fellow in the Department of Applied Economics, 
University of Cambridge. 


(The Fourth Commonwealth Institute of Accountants Annual 
Research Lecture delivered in the University of Sydney on 
20th October, 1949.) 


I have the pleasant duty of winding up 
this series of academic lectures in your 
great Commonwealth, by discussing a sub- 
ject which is very dear to me, and I hope 
it will not come amiss if I devote time to 
some rather speculative reflections. I speak 
of accounting research. AJl research is a 
long-term affair, and it is so in accounting 
no less than in other departments of know- 
ledge. As a consequence, it needs con- 
stancy; steadiness, patience and _ that 
ancient monastic counsel—stability of pur- 
pose. But so, too, I think there is another 
side to it which is well summed up in one 
of those pleasing reflections of Mr. C. S. 
Lewis —‘‘Happy work is best done by the 
man who takes his long-term plans some- 
what lightly, and works from moment to 
moment.’’ } 

Research is creative work, and is not 
everyone’s job. It thrives on ideas and is 
apt to be impelled by sudden fortunate 
illuminations. Before I pass on to a more 
technical discussion, I should like to quote 
you some words of Lord Russell which 
have a distinct bearing on these happen- 
ings. He likens the effect of such in- 
eidents to “first walking all over a moun- 
tain in a mist, until every path and ridge 


Transposition and other addresses by G. S. 
Lewis, p. 53 (Geoffrey Bles, 1949). 


and valley is separately familiar, and 
then from a distance, seeing the moun- 
tain whole and clear in bright sunshine.” 
He goes on to say that “this experience 

is necessary to good creative work, 
but it is not sufficient; indeed the sub- 
jective certainty that it brings with it 
may be fatally misleading . .. what seems 
like sudden insight must be tested 
soberly, when the divine intoxication has 
passed.’’? It is this steadiness in the face 
of ideas which it becomes all of us en- 
gaged in research to practise, for if, in- 
deed, we do not observe its restraint we 
at once become a prey to the jibes and 
taunts of those pragmatists who delight 
in action rather than theory. 

But having said so much I would not 
have us earth-bound by an exaggerated 
regard for results judged to be imme- 
diately useful. The least practical idea 
thought of today is often the most prac- 
tical in execution tomorrow. A _hanker- 
ing after short-term results depresses 
rather than gives birth to ideas. It sel- 
dom brings forth the best that a medita- 
tive imagination can provide. The art of 
accounting which has moulded itself upon 

* History of Western Philosophy, by Bertrand 


Russell, pp. 144-145 (London, George Allen & 
Unwin Ltd., 1946). 
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Accounting Research—continued 

the solution of expedient issues is 
peculiarly prone to this temptation, and 
this is one of the reasons why accounting 
research is best pursued in universities, 
for then it is away from the claims of 
current practice. It is one of the great 
merits of the Department of Applied 
Economics at Cambridge that it bases its 
whole standpoint on fundamental research. 
As such it is an example to applied in- 
vestigations; of the kind that account- 
ants must consider, everywhere. 

Research inculeates style, for style is 
ultimately the expression of clearly de- 
fined thought. Clarity of definition .:2- 
plies precision of mind, but yet precision 
implies something more than clarity. 
There is a quality of accuracy about it, a 
degree of excellence which sharpens con- 
cepts. Exeellence is an austere ideal, 
venerating profundity, but looking as- 
kance at mere cleverness. It is in some- 
thing of this mood that we _ should 
approach our research problems. It will 
mean that if we are fortunate enough to 
be the proud possessors of ideas we should 
not rush to proclaim them to the world, 
but should rather hold them in our minds, 
be constant in our meditation upon them, 
and eventually bring them to maturity as 
workable solutions to problems posed. To 
those of you who are likely to be involved 
in accounting research I would say that 
you must be vitally concerned with the 
first principles of order. Without a vision 
of order you cannot hope to set out upon 
that road; and such a vision will require 
of you an infinite capacity for taking 
pains. 

It is quite plain that up till now social 
usefulness has been the accepted test of 
methods of accounting, and with this I 
have no ultimate quarrel. But in my 
generation it always seems to have been 
conceived in a narrow institutional sense. 
The ends were the needs of business pro- 
prietors, shareholders in companies, pros- 
pective investors, creditors in all their 
several forms, and always such disclosure 
as would adequately report the steward- 
ship of constitutional institutions has pre- 
vailed. This was plainly well and good. 
Yet the social usefulness of accounting 
can be extended on a much wider scale, 
and we are even now beginning to see 
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some of the results originating from re- 
search begun in this belief. It comes to 
us under the guise of social accounting, 
because it seeks to look out upon the 
affairs of a whole community or nation 
rather than restrict itself to private in- 
terests within an economy. The terms 
social accounting and private accounting 
were first used by Mr. J. R. Hicks in his 
book The Social Framework, to bring out 
the distinction I am emphasizing. Those 
of you who are interested in this new 
development should take the opportunity 
of consulting the report of the sub- 
committee on national income statistics 
of the League of Nations publication in 
1947 under the title of “Measurement of 
National Income and the Construction of 
Social Accounts,” and containing an ap- 
pendix by Richard Stone, of Cambridge, 
on the definition and measurement of the 
national income and related totals. Social 
Accounting, then, “may be regarded as a 
significant way of summarizing transac- 
tions and presenting a picture of the 
structure of an economic system.”* But 
the social usefulness of accounting, in the 
sense we are discussing it, is not even 
necessarily confined to nations. For some 
purposes it may be desirable to epitomize 
the co-operative efforts of groups of 
nations in accounting form, and to show 
the inter-relationships of the separate 
contributions of each to the whole. At 
least such a quasi-international system of 
accounts would be a convenient aid to the 
survey of significant national aggregates 
within a group, and should demonstrate 
its utility when put to the service of 
federated economic policies, or when ap- 
plied to the problems of various existing 
international organizations. This is no 
idle fancy, and is even now a development 
which is receiving some attention from 
scholars working in the field of income 
and wealth determination. 


As I am enjoying the privilege of ad- 
dressing an academic audience, I hope it 
will not be counted against me if I say I 
would not have you primarily set your 
goal in terms of social usefulness, for in 
time I think that will necessarily follow 


*An Introduction to Economist, Oxford Uni- 
versity Press, 1942. 
* Op. cit. 
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once you define your aim in terms of a 
eontribution to knowledge. I believe all 
applied developments spring from and 
are dependent upon the purity with which 
this aim is pursued. It is an aim which 
implies a delving after universals, and 
although accounting systems may not 
themselves directly provide such ideas, 
yet by reducing a wide range of economic 
transactions to simple and orderly pat- 
tern they may very well suggest or ex- 
emplify them. You may remember that 
for Plato there were two worlds which 
have been admirably summed up by Sir 
Edmund Whittaker in the manner which 
follows: “on the one hand, the world we 
see, which is a world of subjective ap- 
pearance and confused knowledge, and on 
the other hand, the intellectual world of 
the Ideas, which is the only seat of per- 
manence and true knowledge and reality, 
and which is the archetype of the world 
of sensuous perception. Reality is strictly 
immaterial; each idea is a purely rational 
concept, corresponding to a universal, or 
class of particulars; it is perfect, immut- 
able, self-subsisting, and extraneous to 
space and time: and the ideas are the 
patterns whose confused and shadowy 
copies are perceived by us in phenomena.’’® 
I cannot help feeling that the world of 
ideas to which accounting research will 
be led will eventually show itself with 
some of the esthetic qualities of mathe- 
matical theory. Indeed, it is a little 
puzzling to me that mathematical theory 
is so lightly attached to the present art of 
accounting. 


I expect some of you are feeling it is 
high time I descended to the more imme- 
diate problems of current accounting re- 
search. Up till now, I have refrained 
from doing so because I wanted to drive 
home the fundamental nature of research. 
If fundamental research is ever to be 
accomplished in the accounting field then 
we must break away from the fetters of 
expediency and utilitarianism. To make 
these the mainspring of our research 
efforts, particularly in seats of learning 
such as this, is to tackle the matter the 


5From Euclid to Eddington. The Tarner Lec- 
tures, 1947, by Sir Edmund Whittaker, F.RS., 
p. 5 (Cambridge University Press). 
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wrong way round, and for me this is the 
burden of the whole issue. By thinking 
back to economic realities in a world" of 
changing price levels, and re-investigating 
economic theory, it has begun to dawn on 
us that there is something amiss with our 
principles of accounting measurement, 
and on: immediate problem still awaits a 
solution. I refer to the manner of deter- 
mining current value of real assets at 
accounting dates. Much discussion has 
centred on this question in our profes- 
sional journals, and I expect that like me 
some of you must be getting a trifle weary 
of it, but so far, I have not yet seen any 
proposals which are simple, precise, ac- 
ceptable, and easily applied in the world 
of everyday practice. 

There are two or three interesting 
mathematical suggestions which have 
come from America, and which I think 
are worth pursuing. In April, 1949, the 
Journal of Accountancy had an article by 
Professor R. N. Anthony of the Harvard 
Graduate School of Business Administra- 
tion on “Two Ways to Control Estimated 
Figures in the Income Statement.” His 
first point concerned the application of 
the rule of significant numbers to the 
measurement of profits. This familiar 
rule asserts “that the result of a calculation 
is no more accurate than the least ac- 
curate figure in the calculation.” ® The 
obvious spot to attack in this context is 
the item for depreciation, which should be 
rounded off to conform with the rule, 
rather than be given the appearance of 
precision customary in published reports. 
Thus, Professor Anthony suggested that 
all items in a published operating state- 
ment “could be recast by determining the 
extent that each was influenced by esti- 
mates, and rounding them off accord- 
ingly.”* His second point resorted to 
standard deviation as a means of indicat- 
ing the probability that an estimate is 
correct within known limits, and of re- 
vealing the margin of error implicit m 
the estimate. Professor Anthony points 
out that on a question of accuracy the 
measurement of profits can hardly be 
compared with most scientific measure- 
ments. He very properly remarks that 


*The Journal of Accountancy, April, 1949, 
p. 299. 
*Ibid., p. 301. 
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“Vhen an engineer specifies that a steel 
rod shall have a diameter of 1.00” plus or 
minus .005”, he means that under no cir- 
cumstances shall the diameter be larger 
than 1.005” or smaller than .995”. This 
concept is obviously not useful as a method 
of expressing the possible margin of error 
in the net profit figure since the maximum 
possible margin of error is both very great 
and very unlikely to eccur. The reader of 
the income statement is not particularly 
concerned about the remote contingencies 
that might make the reported figures ut- 
terly incorrect; what he wants to know, 
and needs to know, are the limits within 
which the reported figure is probably cor- 
rect. . The statistician knows that an 
estimate based on a properly constructed 
sample is approximately, but not abso- 
lutely, correct.’ ® The general idea, there- 
fore, is to arrive at several estimates of 
the profit of the same accounting period 
under different circumstances, list them, 
calculate the arithmetic means, and the 
deviations from such mean, and so work 
out the standard deviation in the usual 
way. The best estimate of profit would 
then be reported, presumably in terms of 
the arithmetic mean, and the standard 
deviation noted against it. By this means 
we might arrive at useful indices relevant 
to the profit deviations of different but 
like structured companies within an in- 
dustry, the profit deviations of one com- 
pany at different stages in the business 
eyele, and so on. Professor Anthony 
thinks that this method would serve to 
illustrate why dividends cannot be paid 
equal to net profits, and why the equity 
stocks of companies in different industries 
sell at widely different price-earning 
ratios. He also feels that anyone looking 
at a profit figure should experience some 
element of uncertainty, for the figure 
itself is only an estimate. And so he says, 
“Income statement figures are estimates; 
when these figures are written out to the 
last penny, or to the last dollar, they 
give the appearance of being accurate; 
this appearance is an illusion and a dan- 
gerous one; and some method should be 
devised to dispel it. Some technique 
should be invented to make the reader 


*TIbid., p. 303. 
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aware that no income statement purports 
to be a ‘real’ or ‘true’ or ‘accurate’ state- 
ment of the exact amount of earnings in 
a specific year.” ® 

I believe that some mathematical or 
statistical application will sharpen ac- 
counting concepts. Moreover, it will give 
precision to accounting relationships and 
should be pursued. A great deal of work 
still remains to be done on accounting 
atios. In part, we need to discover if 
there is any correlation between different 
items in the operating statements of en- 
tities within like industrial groups. Some 
such work has already been attempted at 
Cambridge to further the development of 
social accounting by sampling methods 
We need to know about inventory classi- 
fications, and their degrees of mobility. 
We need indices to give us some idea of 
the normal ratios of working capital to 
capital employed within industries, and 
so on. Regression analysis has much to 
offer in the determination of break-even 
points, and if you have not yet seen it I 
commend to your notice an article by 
Mr. Malcolm L. Pye, of the University of 
Illinois, which appeared in the Journal of 
Accountancy for August, 1948, and which 
gives you an idea of “How to determine 
break-even points with simple algebraic 
formule,” starting from a_ basic® linear 
equation y = mx + b. 

I have touched upon the work we are 
doing at Cambridge in the field ef social 
accounting, and I have gone into this in 
some detail in most of the other lectures 
which I have delivered in this series. I am 
hoping that many of you will find time 
to examine the more technical prospect in 
this field by consulting the second mono- 
graph in a series of the Department of 
Applied Economies at Cambridge, which 
has just been published under the title of 
“Social Accounts and the Business Enter- 
prise Sector of the Economy.” I shall at 
all times be very happy to exchange ideas 
with any of you who may care to write 
to me when I return to England on this 
or any other accounting research subject 
which may interest you, and I know I also 
speak’ for my co-editor when I say that 
any contributions which you may feel 
able to make to the new research publica- 


*Ibid., p. 306. 
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tion which passes under the title of this 
paper will be welcomed and most care- 
fully considered for publication. 

There are many openings for academic 
research in accounting. We still know 
little or nothing about methods of 
measuring social costs and benefits. In 
my view, this is an urgent task, for, as 
Nicholas Kaldor remarked: “It 
fairly generally recognized that 
mechanism, even under the st favour- 
able conditions, can registgf only some of 
the gains and losses wich result from 
any particular piece of fconomic activity ; 
there is a cluster offeffects (what the 
economists call the external economies 
and diseconomies) which escape the net 
of prive-cost measurement. Thus an in- 
vestment ‘may be highly remunerative 
from the social point of view even if its 
direct return is nil; in consequence of the 
investment, the real income of the com- 
munity is increased.”'® To be precise, 


what are some of these indirect benefits 
or damages which we should try to find 


means of valuing and why? I cannot do 
better than read you some words of Pro- 
fessor Meade on these questions. He says, 
“There are those acts of private produc- 
tion or consumption which impose sub- 
stantia? benefits or losses on third parties 
without the private producers or consumers 
being compensated or charged for the 
benefits.or damages which they indirectly 
produce for others. Here State interven- 
tion of one kind or another is necessary. 
A factory may pour forth smoke which 
does not so much add to its own cost of 
production as raise everyone else’s costs 
and spoil everyone else’s life in the neigh- 
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bourhood. Similarly, it may pollute a 
river to the cost of everyone else but 
itself. Or the construction by one person 
of a dwelling-house in a countryside of 
extreme beauty may greatly please the 
occupier but may spoil the view of every- 
one else. On the other hand, a producer 
may confer benefits on a third party for 
which he gets no recompense. A farmer, 
by draining his own land, may much im- 
prove the fertility of his neighbours’ 
property as well as that of his own. The 
State may attempt to tax the obnoxious, 
and to subsidize the beneficial, action to 
the extent which corresponds as nearly as 
possible to the value of the indirect 
benefit or damage conferred on others. 
This is in theory the freest and most effee- 
tive method of dealing with the problem 
and should be adopted wherever prac- 
ticable.” 13 

I leave Professor Meade’s words with 
you, to ponder as you will, and I offer 
you one last research possibility. As we 
all know, accounts are static portrayals 
over time, and at defined intervals of 
time. I think we might project some at- 
tempt at measuring dynamic effects, if 
we construct accounts for successive short 
periods, compare them, and concentrate 
all our attention upon an examination of 
the finite differences. 

I close on the same note as I began this 
talk. Success in the solution of funda- 
mental research problems and the de- 
velopment of ideas will only come by 
living with our subject, and disinterestedly 
meditating upon it to the full. We must 
also allow for the possibility of flights of 
genius. Only in this way can we hope to 
make a real contribution to knowledge. 





The Quantitative Aspects of the Full Employ- 
ment Problem in Britain, by Nicholas Kaldor— 
Appendix C to Full Employment in Free Society, 
by Lord Beveridge, p. 401. (London, Allen & 
Unwin Ltd., 1944.) 


_ Planning and the Price Mechanism, by Pro- 
fessor J. E. Meade, pp. 61-62. (London, George 
Allen & Unwin Ltd., 1948.) 
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INDUSTRIAL PSYCHOLOGY 


(Being a lunch-hour talk given to 
on 8th November, 1949, by T. A. 


The industrial psychologist is just as 
interested in costs as the cost accountant, 
the difference being that he is more in- 
terested in costs in terms of human effort 
and emotional energy than in production 
costs. Nevertheless, as they are rather 
intangible factors, he has often to turn to 
the books for the cost accountant to 
measure his variables. 


The expenditure that concerns the 
industrial psychologist doesn’t show 
directly in the cost accountant’s books 
although they may point, to the skilled 
investigator, some of the channels through 
which human wastage is drained. For ex- 
ample, fluctuations in output tell their 
human story and so do unnecessary quan- 
tities of scrap. Labour turnover, esti- 
mated in recent research to cost between 
£10 and £140 per head, depending on the 
type of work, is another cost in which he 
is interested; others are absenteeism and 
accidents. 


showing as 


Unfortunately, 
high labour turnover, for example, does 
not imply any particular set of causes; 
nor does any given attitude within an 
organization point to specific means of 


wastage, 


improvement. Dissatisfactions, unsettle- 
ment, or poor work effort may result from 
simple causes, such as poor layout or in- 
adequate lighting or by a mass of griev- 
ances bred by generally poor personnel 
policy on the part of management. 
Stresses may have different causes in dif- 
ferent parts of the organization. 


The cost accountant and the industrial 
psychologist meet at the point of record 
keeping. Carefully kept records of labour 
turnover showing the percentage turn- 
over, length of service and so on; records 
of absence loss, accident rate and wastage 
of materials indicate the human well- 
being of an organization just as cost 
records and books of account show its 
material well-being. What is often not 
fully recognized is that the material state 
of a business is very much dependent on 


the Cost Accountants’ Association 
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the human one. No man can give of his 
best if he is in unsuitable work, insuf- 
ficiently trained or working in an environ- 
ment of frustration. 

The job of the industrial psychologist is 
to find causes of wastage in human terms 
and to remedy them; or to look at it 
another way, to find scope and the means 
for potential gains in the human situation. 
The average man wants to work well and 
to be an adequate and _ satisfactory 
worker. If he is not, there is something 
preventing him from being so—something 
which can as a rule be removed. This is 
not just idealistic theory. It is something 
the industrial psychologist sees proved 
every day. Men don’t as a rule decide 
how hard to work. It is something deeper. 
They work well or not according to their 
feeling of well-being in relation to their 
jobs. The greater the satisfaction given 
by the work and by the social and physi- 
eal environment in which it is carried out, 
the more of their enthusiasm and energy 
is released through work. That is why 
exhortations for greater output seldom 
get satisfactory results—they call for an 
effort of will rather than a freedom to 
apply. Only where motivation is very 
strong do appeals have a lasting effect. 

The potential output of an organi.ation 
is usually far in excess of that realized. 
There has been recent reference in the 
press to industry’s need to make greater 
use of science. We have made enormous 
advances with the aid of the physical 
sciences, and industry in New Zealand is 
beginning to realize that the science of 
industrial psychology may have just as 
much to offer. Industrial psychology’s 
contributions to industry (i.e., oceupa- 
tional life) in the selection of people for 
jobs; in devising training methods; in the 
reduction of fatigue through layout and 
movement study; in the reduction of 
emotional stress from top to bottom of an 
organization; and in generally lifting the 
human tone in work—are little known in 
New Zealand. Only the more advanced 
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Industrial Psycholegy—continued 

firms have so far sought its benefits. Ex- 
perience shows that industrial psychology 
has something to offer to any or all 
organizations in one respect or another. 

How does the industrial psychologist 
work? 

Let us take a typical investigation—the 
scientific appraisal of all aspects of an 
organization which affect the human 
situation, and there are few which do not. 
Although every investigation is a com- 
pletely new study following its own 
course, a broad plan may be firstly to 
meet the management, executives and 
foremen and to look over the factory or 
office to get a preliminary picture. A 
closer study of the work carried out and 
of the labour records may follow, with the 
investigator meanwhile spending some 


time each day around the work places so 
that everyone gets used to his being 
about. The next stage would probably be 
to carry out an interview programme, 
ie, to interview all or an unselected 
sampling of those working in the organi- 


zation. These interviews are entirely con- 
fidential and of the free type. In other 
words, answers are not sought to specific 
questions, but the interviewees are en- 
couraged to talk freely on those things 
that are important to themselves. A 
skilled interpretation of all these inter- 
views usually points out certain aspects 
of the firm’s functioning which are irri- 
tating or not freely accepted. Means of 
removing these stress situations are 
recommended. To support the interview 
programme, the functioning of the organi- 
zational structure and everybody’s job 
may be examined in order to find where 
smoother running, better control, easier 
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working methods, better physical working 
conditions or a happier atmosphere may 
be achieved. The effectiveness of incen- 
tive schemes is considered and where 
necessary they are overhauled or intro- 
dueed. 

What results can be expected? 


A smoother running and more stable 
organization with greater output at lower 
human cost usually results. Labour turn- 
over becomes less and the people working 
in the organization are more contented 
and feel freer in their work. 


In terms of figures, which you as cost 
accountants will wish, surprising results 
sometimes show. Human contentment 
cannot be expressed in these terms, but it 
is reflected in the will to work and 
therefore in efficiency. To review the 
results of a few investigations carried out 
in recent years—one mainly concerned 
with employee attitudes showed an in- 
crease of 15} per cent. in efficiency; one, 
where the main feature was improved 
working methods, showed 10} per cent. 
improvement. In another, where work 
organization was the main feature output 
increased 7$ per cent. The installation 
of an incentive scheme showed an in- 
crease in wages of 20 per cent. to the men 
and a decrease in costs to the firm of 
about 23 per cent. The complete overhaul 
of a firm increased output greater than 
50 per cent. In all cases, reductions in 
labour turnover and absenteeism and a 
noticeable improvement in feeling re- 
sulted from the work. So that although 
the industrial psychologist is a scientist 
with a theoretical approach to occupa- 
tional problems his results take a 
definitely practical form. 
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ARE AUDITS WORTH WHILE? 


by 


A. §. DONNELLY, A.I.C.A. 


Of the many points raised in the com- 
mentaries and discussion on the paper 
“Contemporary Auditing Practice” at the 
Australian Congress on Accounting, none 
was more interesting than the point made 
by Mr. L. Goldberg, of Melbourne. This 
gentleman queried whether there would 
be any great loss if there were no audits, 
and asked if the standards of commercial 
morality and accounting preciseness were 
any lower in those concerns not subject 
to audit than in those where an audit was 
in foree. He felt that the question was 
open, and doubted if present-day audits 
achieved all those objectives and provided 
the advantages which the profession is 
apt to regard as inevitable results of an 
audit. It seems that a fair summing up 
of his question is this: ‘‘ Are audits worth 
while??? 


With the natural human tendency to be- 
come rather narrowly interested in one’s 
own specialized field, many of those most 
closely associated with auditing have no 


doubt dismissed this question as being 
automatically answered by the fact that 
auditing is an accepted commercial prac- 
tice. Perhaps some less imaginative souls 
would rely on that argument that auditing 
is, in a great majority of cases, prescribed 
by Statute. But these are not sufficient rea- 
sons for the person who looks for a basis 
more fundamental than mere custom or 
legal requirements. The fact that such a 
question should be asked at such a gather- 
ing is some indication of its importance. 
For that reason, the point is important to 
the accountant, whether in public practice 
or commercial employment, and to all who 
have any tangible interest in commerce. 


The “Cost” of Audits 


In a consideration of this nature, the 
term “cost” is used in a broader sense 
than the £s.d. involved in charges made 
by professional auditors for services ren- 
dered in this direction. Rather what is 
meant is a consideration of the effort in- 
volved in audits so that this can be 


measured against the achievements 
thereof so as to determine the wisdom or 
otherwise, on broad lines, of carrying on 
this accepted custom now backed by 
statutory requirements. 

It was evident, from the interest shown 
in the paper on auditing practice, that 
here is a subject which is among the most 
important phases of the accountancy pro- 
fession. This brings the first question on 
cost. 

Is the effort expended by the account- 
ancy profession in auditing wholly justi- 
fied by a cold, dispassionate analysis of 
the achievements of this work? Or could 
the time, attention, professional skill and 
interest now devoted to this end be better 
applied in other directions of greater im- 
portance to the community? (It is, after 
all, service to the community which is the 
real goal of any profession.) 

Within industrial and commercial un- 
dertakings the preparation for audit and 
the disorganization of office routine 
caused thereby may be substantial. In 
the latter regard, a cynical accountant or 
secretary may view the advent of the 
auditor as something of a major disaster. 
Though this attitude—often partly caused 
by lack of appreciation on the part of the 
auditor—is extreme, it is true that audits 
inevitably involve a loss of man hours as 
far as the office staff of a particular estab- 
lishment is concerned. 

It may be asked, then, whether such 
sacrifice could not achieve a better pur- 
pose by being applied to a more complete 
accounting set-up or perhaps eliminated. 
This question could be asked also in 
regard to the actual fee paid to auditors. 

By no means the least interested in the 
question as to the costs of audits is the 
practitioner. Firstly, he realizes that his 
success as a professional man depends on 
his ability, in common with his fellow 
practitioners, to provide a service for a 
charge which is reasonable from his point 
of view and economic from the viewpoint 
of his client. He knows that the doctor 
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Are Audits Worth While?—continued 

does not spend his time explaining how to 
take a headache powder. The dentist is 
not consulted at length on the matter of 
daily cleaning of the teeth, nor does the 
engineer fritter away his valuable time 
illustrating the method of using a span- 
ner. In each case, it is essential that, as 


far as possible, the highly skilled man- 


confine his activities to those particular 
things for which his training and experi- 
ence best fit him. 

Perhaps more so than in many other 
classes of work, the practising accountant 
finds the scope of work involved in an 
audit to be fairly hard to determine. The 
skill of his client’s staff, degree of in- 
ternal check in force, nature of the busi- 
ness and other factors affect the task of 
defining and carrying out the audit pro- 
gramme. Fundamentally there is this 
problem: to some extent, though to a 
greatly reduced degree at present, audits 
involve some attention to detail or 
mechanics, though the main task is one of 
principles or higher standards. If too 
much detail is covered by the auditor the 
job becomes uneconomic — either to the 
client or to himself. If, however, too little 
detail is covered, then efficiency is im- 
paired. 

What Audits Achieve 

With some ideas of the effort or cost 
of audits from various viewpoints, it is 
well to consider whether audits achieve 
something worthwhile in comparison to 
that effort. 

It would be idle to set out in detail the 
objects of audits or the main reasons for 
their existence. The subject can be 
summed up better by referring briefly to 
two of the necessary qualities of any 
auditor. (Auditor here means the person 
engaged in public practice, not the in- 
ternal auditor.) 

Independence 

Quite apart from his professional quali- 
fications, an auditor must be thoroughly 
independent. Ethical rules of institutes 
restricting the right of a practitioner to 
accept nomination in opposition to an- 
other member, and the protection granted 
to a sitting auditor by the new English 
Companies Act, are designed to safeguard 
this independence. It is essential that an 
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auditor be in a position to carry out his 
duties fairly, and without thought of his 
personal interest. 

Though his primary duty is to his prin- 
cipals, usually the general body of share- 
holders of a company, he realizes that the 
accounts on which he reports are of great 
interest to bankers, creditors, investors, 
employees and the general public. Be- 
cause these various people attach great 
significance to the fact that the accounts 
have been audited, he realizes he has a 
social duty and a professional liability to 
such third parties. 

This, of course, is one of the main rea- 
sons for audits, i.e. the need for an inde- 
pendent skilled opinion of financial 
accounts. 


Objective Outlook 

Just as a consulting engineer or cost 
consultant provides a useful service be- 
cause of the very ‘fact that he is able “to 
stand off and view things from afar,” so, 
too, can the auditor bring an objective 
viewpoint to the problems associated with 
financial statements and accounting re- 
quirements. The importance of this as- 
pect cannot be stressed too strongly, for 
in ‘accounting there is an unfortunately 
very wide scope for subjective opinion. 
Thus wrote Paton and Littleton in An 
Introduction to Corporate Accounting 
Standards: 

“Accounting, however, can never 
become completely scientific because 
its factual materials can never be 
determined with complete and ex- 
elusive objectivity.” 

In the past the inevitable amount of 
estimates and opinions which go towards 
making up financial statements, did much 
to elevate, almost to the pedestal of ac- 
cepted practice, that now discredited 
habit of reverence for subtraction and a 
zealous championing of the cause of any- 
thing which would tend to reduce current 
profits and balance sheet values. Des- 
eribed euphemistically as the “doctrine of 
conservatism,” such courses have not sur- 
vived the more precise tests arising from 
a reawakening of interest in professional 
circles. 

Where, it may be asked, does the 
auditor fit into this picture? Briefly, his 
independence and his experience of a 
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Are Audits Worth While?—continued 

wide variety of situations, places him in 
an excellent position to guide directors or 
accounting executives in making de- 
cisions, where it is essential that.as much 
as possible of the subjective be removed 
from the considerations. This is not to 
suggest that an auditor necessarily and 
inevitably is more versed in accounting 
standards, or knows more of any particu- 
lar concern than the directors, secretary 
or accountant. Far from it. But the 
auditor, because he is not immersed in the 
daily run of details (of his client’s 
affairs), is more likely to take a broad 
view. At least it must be conceded that 
“two heads are better than one.” 

Often, an auditor is able to sum up the 
conflicting points surrounding any prob- 
lem, and by discussion with all interested 
parties is able to facilitate arrival at a 
sound and equitable conclusion. In pro- 
tecting the interests of those whom he 
serves, the auditor must see that the ac- 
counts he examines portray a true and 
correct (perhaps true and fair) view of 
the results of the enterprise, and of its 
position at balancing date. In the vast 
majority of cases, when the auditor 
queries a procedure followed by the direc- 
tors, a frank and courteous discussion of 
the differences results in an alternative 
being followed which is acceptable to the 
auditor — as representative of the share- 
holders—and the board. Where the board 
refuses to reconsider their attitude, and 
the matter is material, then the auditor 
has no alternative but to report thereon 
to the company. 

Here the protection to a sitting auditor 
in institute rules and, in some cases 
Statute, strengthens his independence. He, 
is less likely to be afraid to make adverse 
reports where warranted. Equally im- 
portant, he is less likely, realizing the 
importance of his position, to make a 
stand on petty or unreasonable points. 
The practical effect is the maximum of 
protection for shareholders with the 
minimum of disorganization or unfavour- 
able publicity. 


Detailed Audits 


Up to this stage there has been no 
reference to what may be called the de- 
tailed side of auditing. This has been 
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done because that aspect of auditing is, 
as Mr. Trigg pointed out in his exceilent 
paper, being superseded by audits of 
principle. The detailed checking of by- 
gone days is a function of internal audit- 
ing and internal control. The once con- 
ventional audit carried along on what the 
Americans call “tick and holler” lines is 
fast becoming a thing of the past. Experi- 
ence has shown that such audits are un- 
economic; no matter how comprehensive 
the programme.appears to be there are 
inherent limitations which make the 
benefits more imaginary than real. 

If the question with which this article 
was introduced referred to this type of 
audit, then the answer would seem to be 
in the negative. With certain exceptions, 
these audits would not successfully pass 
the test of accomplishment matched 
against effort involved. 


Summary 


But we must be concerned with audits 
in the modern sense of the word, dynamic 
audits, audits of principle. In this sense 
it is claimed that the effort involved is 
justified. In the absence of such audits, 
the shareholders of any concern in the 
first case, and creditors, bankers, inves- 
tors, employees and the general public in 
the background, would lack the comfort- 
ing knowledge that financial statements 
have been examined by a reputable, inde- 
pendent person skilled to carry out such 
work. Quite apart from the question of 
honesty, there is an assurance that sound 
accounting standards have been followed. 

It would, however, be fatal for auditors 
to be content with the progress achieved 
to date. Always they must look for means 
to improve their real efficiency by making 
audits “worth while” to a greater degree 
than at present. There seems to be a vast 
field to be explored in obtaining greater 
co-operation between auditors on the one 
hand and accounting executives and in- 
ternal auditors on the other. Indeed, 
there is little evidence of research into 
internal auditingin Australia. This tech- 
nique must be developed as quickly as 
possible. 

Application of internal control to many 
businesses or operations not now covered 
thereby (for reasons of size, ete.), should 
be investigated so that the benefits of 
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Are Audits Worth While?—centinued 
modern auditing can be extended as far 
as possible. 

Modern developments, including social 
accounting and economic accounting, 
must not be ignored. In a changing 
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society, it is essential that auditors, in 
common with other specialists within the 
accountancy profession, keep right up- 
to-date. Unless they do so, they may 
find it progressively more difficult to prove 
that audits are worth while. 





ARTICLES IN COST ACCOUNTING 
JOURNALS 


by 


H. F. Fox, F.c.a.a. 


CONFERENCE SERIES: BRITISH INSTITUTE OF MANAGEMENT 


The British Institute of Management 
has issued a series of attractively de- 
signed booklets, designated “Conference 
Series” in which it reports addresses de- 
livered at a Management Conference held 


in May, 1949. The complete series has 
not yet come to hand, but those that have 
been received are reviewed briefly below. 


No. 2 


This booklet contains two addresses— 
one by H. M. Hume, C.B.E., M.C., chair- 
man of Charterhouse Investment Trust 
Ltd. Mr. Hume deals witl the subject 
‘*Management and the Financier,’’ and in 
a most interesting and informative man- 
ner draws an analogy between the man- 
agement of a finance house and that of an 
industrial enterprise. He then moves on 
to outline the requirements which a finan- 
cier looks for in the management of indus- 
trial enterprise. 

The second address in the booklet is by 
Sir Miles. Thomas, a director of the 
Colonial Development Company and 
chairman of British Overseas Airways 
Corporation. Sir Miles deals with “Man- 
agement in Private Enterprise and 
Nationalized Industry.” In his talk he 
outlines various requisites of management 
which should be looked for in both 
private and nationalized industry, and he 
draws a comparison between the classes 
of problems affecting both types of enter- 
prise. The subject has been treated in a 


relatively scientific manner without a pre- 
ponderance of politics. 

Both of these addresses appear to have 
been reported verbatim, which seems a 
pity, because it has resulted in the inclu- 
sion of, certain phraseology, especially in 
the introductory remarks, which can have 
only a minor appeal to readers, though 
undoubtedly it was of greater interest to 
those who had the opportunity of attend- 
ing the conference. 


No. 3—Business Forecasting 

Deals with the necessity for developing 
techniques in the forecasting of sales. 
This booklet opens with a _ well-written 
paper by A. W. Willsmore, author of 
“Business Budget and Budgetary Con- 
trol,” and, like the remainder of the book- 
lets reviewed in this group, concludes 
with a report of the discussion which 
followed its presentation. 


No. 5—Job Evaluation 


Deals with the desirability fur a 
national scheme of job evaluation and 
grading applicable to factory and office 
employees. The opening paper is un- 
usually brief, as it refers to a monograph 
published previously by the author. 


No. 6—“Standard Accounting System” 


Ian T. Morrow, C.A., F.C.W.A., partner 
of Robson, Morrow & Co., has divided his 
subject helpfully into three sections, viz.: 
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Articles in Cost Accounting Journals—contd. 

(a) Integration of financial and cost 
accounts. 

(b) Accounting control for manage- 
ment purposes. 

(c) The extent to which accounting for 
management purposes can be stan- 
dardized. 

The paper includes interesting refer- 
ence to the German endeavours to stan- 
dardize accounts. 

No. 7—“Standard Terminology” 

The paper and discussion follow the 
popular thought that standardization of 
terminology used in management is desir- 


able. 


No, 9—“Indices of Productivity” 

Deals with the desirability, as a stimu- 
lus and aid to managerial effectiveness, 
for the systematic study of productive 
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effectiveness and for the devising of in- 
dices which can be used by managements 
in the control of individual undertakings 
and as a basis of inter-firm comparison 
within an industry. 


No. 10—“Financial Information and Joint 
Consultation” 

This paper, by G. Chelioti, a director of 
the General Electric Co. Ltd., raises the 
question of whether disclosure of financial 
details is nedessary to secure effective 
joint consultation with employees. 

No. 11—“Nationalized Audit Service” 

Contrary to what readers may expect 
after perusing the title, this booklet ex- 
amines the pros and cons of an inde- 
pendent, management audit for national- 
ized undertakings. The introductory 
paper is by F. C. Hooper, managing direc- 
tor of Schweppes Ltd. 





CO-ORDINATION OF THE SALES AND 
PRODUCTION BUDGETS 


A. J. GAIRNS, F.C.A.A., F.F.LA., A.C.LS. 


(The second of a series of three lectures on Budgetary Control 
delivered to the Melbourne Junior Chamber of Commerce.) 


Although I was not present at the lec- 
ture given to you a fortnjght ago by Mr. H. 
F. Fox, I know that the principles of cost 
accounting ‘are so well established and 
uniform that Mr. Fox’s lecture would give 
you a firm picture of the place of budget- 
ing in the financial structure of modern 
business. I have no doubt that he told 
you that only by budgeting could a busi- 
ness leader see the far-reaching or even the 
immediate future of his business. A good 
budget is the basis for his whole financial 
structure — his sales programme, his buy- 
ing, his labour requirements, control of 
overheads, and lastly, his only hope for 
efficient operation. 

Let me open my remarks (even at the 
risk of repeating what Mr. Fox may have 
said) by saying that budgets in business 


are not the vague theoretical concepts of a 
very unpractical accountant. A budget is 
not just a good idea culled from many 
good, bad or indifferent textbooks. It is not 
a device used by political parties to justify 
taxation levies. Rather is the true budget, 
properly handled and carefully prepared 
and understood, a vital and powerful tool 
of management. The best definition I know 
of a budget is that it is a planned forecast 
of anticipated business operations (Scott). 
I do not say that budgets alone can solve 
the whole business problem. I do claim, 
however, that provided we agree that busi- 
ness to-day is no longer the haphazard, 
luck-guided affair of the past, then the co- 
ordinated master or financial budget is the 
guiding star to management. It sets a sales 
target for the budget period, which target 
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Co-ordination of Sales—continued 

is, or should be, co-ordinated with the pro- 
ductive capacity. The production figures 
are broken down to units of purchase and 
of labour utilization, and expense limits 
are budgeted. The resultant difference is 
profit from which flows reserves and finally 
dividend. Not content with this, the figures 
contained in the above master budget, as 
we call it, can be utilized in the process of 
the year’s control in budgeting for cash 
funds at any point of the year, for actual 
production control if we want it carried so 
far, and finally, to a budgeted balance 
sheet to close the future financial period. 

This lecture would not be complete with- 
out a very important stipulation — the 
budget must be checked and controlled at 
every point; a device known to my pro- 
fession as budgetary control. This entails 
a progressive and clear comparison of the 
budget with actual achieved results both 
for sales, profits, overheads, etc., and an 
explanation, if possible, of the divergence 
of the figures achieved from the original 
target. Mr. Ruffells, in the next and con- 
eluding lecture, will show you some of the 
means used to report these differences and 
comparisons not only to management but 
to other strata, such as foremen, executives 
and, in certain cases, operatives. 

My task today, having again told you 
the broad outline of the whole budget 
organization, is to give you some idea of the 
machinery used in the actual compilation 
of the budget, particularly the two main 
sections — sales and production. It is~all 
very well for us to understand the clear 
aims of a good budget and to seek for an 
efficient control, but in the end someone 
must get down to brass tacks and actually 
work it out. The budgets may be compiled 
by one official in certain instances—the cost 
accountant, the secretary, even the general 
manager. Generally, however, in the 
larger organizations, particularly where 
the control is distributed to sectional 
leaders, a budget conference is set up, 
consisting of sales manager, accountant, 
production manager, chief engineer, sec- 
retary and managing director. This has 
the advantage of a grouping of all in- 
terests and prevents the possibility of a 
lack of co-operation in the budget com- 
pilation. At this conference the sales 
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if it complies with the demands of produc- 
tion. Similarly, if the production capacity, 
as stated by the official in charge, is 
insufficient to satisfy the sales demand, 
then a remedy must be secured in the 
form of additional plant or a more inten- 
sive study of the productive processes to 
see whether better methods or higher in- 
centives or modernized equipment will 
bridge the gap. This is the budget tech- 
nique of “referring back.” Sometimes the 
budget conference will receive and refer 
and re-submit sectional budgets several 
times before finality is reached. Some- 
times a sales budget will be submitted and 
the conference will adjourn while the 
production people decide whether they 
can or cannot make up the required units, 
and if not, the suggestions they can offer 
to comply with the sales requirements. 
Then finance will have a say, and the 
accountant and secretary will point out 
some weakness in the set-up—perhaps a 
certain point when a production drive 
will strain a bank overdraft limit due to 
a stock buying increase or a plant pur- 
chase programme. The engineer will give 
estimates of installation times and the 
cost, and will guide the programme for- 
ward or restrain it in certain instances, 
by demands of close-downs for mainten- 
ance or for alterations as required to 
adapt the plant to the higher schedules. 
Sometimes a decision has to be made as 
to whether the budget will begin with a 
sales forecast or whether a more im- 
portant target is the dividend to be paid. 
A very definite school of thought follows 
the latter idea, amd as a result the sales 
figure must conform to the requirements 
of, say, a 10 per cent. dividend. This will 
bring in all such allied questions as divi- 
dend, vote to reserves, estimate of tax, 
and finally the margin of profit (before 
tax) on the sales proposed to be made. 
Assuming this very important point has 
been determined, the sales budget can 
then either be a detailed unit plan broken 
right down to individual salesmen, or it 
can be built up from the best possible 
efforts of these people in their respective 
territories so that the total of all sales- 
men and all territories automatically gives 
us our sales budget. There is a difference, 
as you will see. One is a decision by 
management on the total sales it requires 
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Co-ordination of Sales—continued 

and a handing-out or breaking down of 
such into the unit effort of each of its 
salesmen to achieve this result. The 
second, of course, is achieved by a close, 
careful analysis of the potentialities of 
each salesman and territory so as to 
secure a maximum sales effort with the 
greatest profit factor; These are then 
added up to give us a total. I think the 
latter is more realistic. By the way, a 
lot can be done in such a survey by an 
analysis of the cost of small orders, by 
finding out what the buyers want and 
giving it to them, by ensuring that sales- 
men concentrate on profitable customers 
and profitable lines. A great deal of use 
can be obtained from a cost accountant’s 
analysis of the cost of each account in a 
value range, of the delivery and handling 
costs of selected packages, and the costs 
of covering each territory by a statement 
of cost per order or per call or per group 
of customers in that territory. . 

You will see that the sales budget itself 
is not sufficient. The finance-minded sales 
manager will look to his costs of selling. 
If he fails to do so, we see the wisdom of 
having the general manager or managing 
director present, and it is without doubt 
that this officer will look to that import- 
ant need provided he has a live cost man 
to provide the needed data. 

Let us look quickly at the production 
side of the budget. The sales budget will 
be quickly analysed into units of produc- 
tion and the request made for a decision 
as to whether or not such output can be 
produced. This question involves a great 
deal of investigation and not all organiza- 
tions can supply the answer. I would say, 
to co-ordinate properly, there must be (a) 
a cost structure; (b) a sound organiza- 
tion; (¢) a system of production plan- 
ning; (d) production control. 

Probably these in turn cannot operate 
unless there are product specifications, 
and these are costed on some fixed basis 
which is not altered unless a definite need 
arises but are kept current within this 
limitation. Cost accountants have such a 
device and call it a standard cost. I can 
say without fear of contradiction that 
standard costs are invaluable in ¢co- 
ordinating the sales budgets with pro- 
duction. Profit margins, material require- 
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ments, personnel needs and overhead costs 
are all available once the sales budget is 
broken down and analysed by means of 
the standard costs. 

In addition, the units of sales them- 
selves, apart from costs, can be investi- 
gated for machine utilization, for seasonal 
loadings and for long-run possibilities. 
Better factory results are possible when 
the whole year’s programme is thus laid 
out and analysed. Opportunities will 
oecur for better factory ¢ontrol and 
method studies, particularly if the sales 
demands are above the normal production 
previously delivered. The possibilities 
with incentives will obviously arise, and 
inevitably the questions of waste, possible 
material substitution, and the meeting of 
a demand for lower cost will have to be 
thrashed out. 

The production dissection will reveal 
weaknesses in the stock pile positign. 
While remedies will be immediately taken 
to increase the stock reserve from, say, 
three months to perhaps six months on 
hand, greater economies in buying will 
present themselves as the buyer can pro- 
ceed to his year’s programme knowing 
that the bulk buying with bigger dis- 
counts will no longer face him with 
criticism for speculative purchasing. The 
personnel officer can be told his require- 
ments and can add to the staff, according 
to his budget, the best type of labour 
offering without fear of retrenchment 
unless the budget breaks down. 

In conclusion, I would like to say that 
the facts as outlined here should be con- 
clusive evidence’ of the benefits to be 
derived from a system of budgetary con- 
trol. Most of my paper has been 
concerned with the compilation of the 
budgets, particularly those concerned 
with sales and production. It should be 
obvious that if the budget once decided 
upon was then rigidly controlled man- 
agement would have a tool which could 
very well be utilized to ensure a success- 
ful period of trading. Reports can be 
simple or complex, as desired. Even a 
simple two-column statement each month 
of production budgeted and production 
achieved is of invaluable assistance. Add 
to this another statement on sales, break- 
ing this down to salesmen and territories, 
and almost all the story is told. 





The Australian Accountant 


March, 1950 


BOOK REVIEWS 


Slater’s Mercantile Law in Australia, by K. D. Hitron, LL.B., F.F.1.A., A.C.LS. 


Second edition. Pitman, 1949. Pp. xviii and 534 (including Index). 


£1/10/-. 


This book is divided into five parts— 
Part I being devoted to a general view of 
the Law of Contract; Part II to Commer- 
cial Relations between Persons (dealing 
with Agency, Partnership, and Com- 
panies); Part III to Particular Commer- 
cial Contracts (Sale of Goods, Negotiable 
Instruments, Carriage by Land and Sea, 
Insurance, (Guarantees); Part IV_ to 
Securities (Mortgages, Bills of Sale, Pawn, 
Liens) ; and Part V to Miscellaneous Mat- 
ters (Arbitration, Passing-off, Patents, 
Copyrights, Trade Marks, Shipping, Ex- 
ecutors and Trustees, Landlord and 
Tenant, and Receivers). In addition, there 
are two appendices, one dealing briefly 
with the (Commonwealth) Trade Marks 
Act, 1948, and the (South Australian) 
Limitation of Actions Amendment Act, 
1948; and the other setting out various 
questions set in the Mercantile Law exam- 
inations of the Federal Institute of 
Accountants, together with suggested 
answers thereto. 

The arrangement of the subject matter 
into the parts set out above is, in my 
opinion, likely to prove very helpful to 
students, many of whom seem to find diffi- 
culty in fitting the various topics covered 
in the Mercantile or Commercial Law 
syllabi of the various Accountancy Insti- 
tutes into a compact and convenient frame- 
work. If, in studying this book, this 
division is borne in mind, students should 
be able to resolve this difficulty. 

Another feature which should be of con- 
siderable assistance to students is the ques- 


Price 


tions and answers set out in Appendix II. 
Fifteen questions are dealt with, and they 
are all in the nature ef ‘‘problems.’’ The 
answers given should assist students in two 
ways—first, by giving them an idea of the 
type of answer expected, and secondly, by 
indicating the way to go about setting out 
their answers —that is, first set out the 
principles involved, and then apply them 
to the facts of the question. 

Students should also be materially as- 
sisted by the practice adopted in the text, 
not only of using numerous sub-headings, 
but of setting out the rules relating to 
many points in tabular form—for example, 
under the heading ‘‘General Rules regard- 
ing Consideration’’ are listed together 
eight rules, followed by a discussion and 
illustration of each one separately. For 
revisionary purposes this should be of con- 
siderable help. 

Altogether, this book, which is well 
printed and very well indexed, should 
amply fulfil the hopes expressed in the 
preface to the first edition—that is, to pro- 
vide students and business men with a book 
of reference setting out the rules of law 
upon general subjects in a short and clear 
form, and to indicate sources (reference 
being made to very many legal decisions, 
including numerous recent cases, and to 
many statutes) from which further infor- 
mation may be obtained if required. 


L. C. VOUMARD. 
School of Accountancy, 
Melbourne Technical College. 
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OBITUARY 


MR. T. D. KELLY, C.M.G., F.1L.C.A. 


We regret to notify members of the death on the Ist November, 1949, of 
Mr. Thomas Dwyer Kelly, C.M.G., F.1.C.A., who had been a member of the Institute 
since February, 1917. He took a keen interest in the affairs of the Institute, and 
did much to encourage students in attaining the high standard of qualifications 
necessary for membership of the Institute, as well as furthering the post-graduate 
courses. 

At its November meeting the New South Wales Divisional Council recorded 
the following tribute to Mr. Kelly, who had been a Divisional Councillor since 
November, 1938, and during the last three years had served as Treasurer: 

“That this Council deeply regrets the passing of Mr. T. D. Kelly and 
desires to place on record its sincere appreciation of his work for this 
Institute over many years as an enthusiastic member, as a most valuable 
Council colleague, as an excellent treasurer and above all as a most charming 
friend.” 


Mr. Kelly had a long and distinguished career extending over 45 years in the 
Publie Service of the State of New South Wales, and for his services was honoured 
with the C.M.G. Commencing as a junior clerk in the Treasury, he occupied 
several positions in that Department, including Chief Accountant and Under 
Secretary, from which latter position he was appointed a member of the Public 
Service Board in 1938. He relinquished that post in 1945 on attaining the retiring 


age of 65 years. 

It was during Mr. Kelly’s service with the Treasury that the financial agree- 
ments between the Commonwealth and States were formulated, and he acted as an 
adviser at the conferences held in this connection. Mr. Kelly was also a repre- 
sentative of the States on the National Debt Commission. 

Among other positions occupied by Mr. Kelly were those of Vice-President of 
the Metropolitan Water Sewerage and Drainage Board, and Vice-President of the 
Hunter District Water and Sewerage Board. 

He did indeed devote his life to ‘one of service to the public and to his fellow 
man, and his many friends, not only in New South Wales but throughout the 
Commonwealth, mourn his passing. We extend our deepest sympathy to Mrs. Kelly. 
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INSTALLATION OF A PLANT REGISTER 


by 


W. J. KERFERD, B.COM., A.I.C.A. 


Many problems must be overcome by an 
accountant when faced with the problem of 
installing a plant register, and this is so 
even in a business which has just started 
operations. In the case of a large manu- 
facturing concern with several factories 
which have been in operation for many 
years, the difficulties and expense of com- 
pilation may well seem insuperable. Yet 
the longer the task is delayed, the more 
difficult will it become and the longer will 
other features of the concern’s accounting 
system give less than their full value to 
the management. 

In any installation, the following points 
must first be considered. 


1. Who is to control the register? 

As the register is in effect a separate 
ledger controlled by one or more plant 
accounts in the general ledger, it seems 
definite that the ultimate control must 
always be under the chief accountant. 
The plant register is but an extension of 
the accounting system. 


2. Who is to maintain the register and in 
what department is it to be located? 


The answer to this question would de- 
pend on what department is expected to 
make most use of the register. In many 
concerns where perhaps the items pro- 
duced vary from week to week or where 
by its nature much plant is idle from time 
to time, the engineering or production 
department will be making constant refer- 
ence to the register and thus it would 
seem advisable that it be located in that 
department and there maintained. How- 
ever, in some concerns where plant is in 
continual use, the costing office may make 
the greatest use of the register, whilst in 
others of a larger nature there may even 
be a special plant officer solely concerned 
with plant maintenance and provision, for 
whose office the register would be an 
essential. In any case, it is an example 
where co-operation between interested de- 
partments is of the utmost importance 


and it is vital that all concerned with the 
register should have free and easy access 
to it. However, as it contains a lot of 
valuable and highly confidential informa- 
tion, it must always be under the care of 
a responsible member of the staff. As one 
of the advantages of a plant register is 
that it consolidates records already in 
existence in various departments, it is not 
desirable or necessary as a general rule 
to maintain a register in duplicate, but, if 
this is required, it can be done. The loca- 
tion of a register is, of course, also de- 
pendent on the answer to Point 4 dealt 
with below and, if the register is one to 
be kept by an ordinary accounting or 
tabulating machine, the advantages of the 
machines being concentrated in a central 
accounting office may well be the deciding 
factor. 


3. What information is to be shown in 
the register? 

The design is normally the biggest 
hurdle to be overcome in the' installation 
of any accounting system, and it is essen- 
tial that the requirements of all users of 
the register be carefully studied. Saliers, 
on page 218 of the third edition of his 
Depreciation Principles and Applications, 
says, “Although all practice differs, it is 
found that, as a rule, the information to 
be shown falls under four divisions, viz.: 

“1. Descriptive data and that required 
for purposes of identification. 

“2. Data relating to dequisition and in- 
stallation costs. 

“3. Depreciation data. 

“4. Abandonment and disposition of 
worn-out or obsolete units of plant.” 

Using Saliers’ divisions, in the 
would appear: 

(a) Name and description of unit with 
makers’ serial number, if any 
dimensions, capacity, ete. ; 

(b) Plant register serial number; 

(¢c) From whom and when purchased; 

(d) Location in factory; 


first 
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INSTALLATION OF PLANT REGISTER—continued 


whilst in the second division there would 
be: ; 

(e) The purchase price or construction 
cost, and freight and installation 
charges; if capitalized, as part of 
the cost of the unit, but otherwise, 
just as memoranda; 

The cost of any additions or major 
repairs capitalized; and 

The cost of any other repairs and 
overhauls made, appearing as mem- 
oranda ; 

(h) The reference numbers of the 
vouchers from which all the above 
information was obtained ; 

and in the third: 

(i) The basis of depreciation and rate 
chosen ; 

(j) The depreciation written off — 
shown yearly and progressively ; 

(k) The balance to be depreciated ; 

(1) Estimated scrap value on retire- 
ment of unit; 

(m) If thought desirable, provision for 
review of depreciation rates; 

and finally : 

(n) Authority for disposal; 

(o) Amount of under- or over-deprecia- 
tion and capital profit, if any, on 
retirement ; 

(p) Actual scrap value; , 

(q) Reference numbers of the vouchers 
recording O and P. 


4. What form is the register to take? 


Having finally. decided what informa- 
tion is required, the necessary form must 
then be designed. The first step here is 
to decide whether entries on the forms are 
to be made by hand, typewriter, account- 
ing or tabulating machine. The last is so 
expensive as to be only suitable for very 
large concerns and, requires its own 
special cards. Probably entries made by 
hand or typewriter would in most in- 
stances be found more suitable. If one or 
other of these methods is' chosen, the 
register may then be kept in the form of 
a card index or loose-leaf book With both 
sides of the sheets being used. A form 
designed to cover general use is given on 
Pages 234 and 235 of Saliers’ book re- 
ferred to above, whilst a far simpler form 
is given on page 135 of Heckert's Account- 
Systems—Design and Installation. 


5. From what posting media will entries 
in the register be made and who will 
authorize such entries? 

Entries to a plant account in a general 
ledger may come from a cash payment 
voucher (on purchase), or a sales book 
invoice (if manufactured by a concern 
itself or on ultimate sale or on transfer 
from one factory to another), from a 
standing entry journal (for depreciation) 
or from a general journal (on final retire- 
ment). All these entries will have to be 
recorded in the register. If the number of 
such entries each month is very small 
it would be quite practicable for the clerk 
maintaining the register to use the con- 
trolling plant accounts in the general 
ledger as his authority and source of 
entry, but this means that the register 
is not always up to date, and in the vast 
majority of cases such a way of entering 
would probably be found most unsatis- 
factory. Thus it will be necessary to see 
that postings are made from day to day 
from advice notes prepared, as entries are 
made, by the accounts department and 
signed by one of its specially authorized 
seniors. These advice notes should be 
numbéred and be prepared in duplicate— 
one retained by the originator and the 
other by the clerk maintaining the regis- 
ter — and would show the source of the 
advice note, that is, the voucher number, 
journal folio, ete., and brief details of the 
entry to be made. Other details required 
for the register would normally be sup- 
plied by the works manager in weekly or 
monthly plant reports of plant mainten- 
ance, ete. 

6. How will the register be sectionalized 
and items filed in the sections? 

Each separate manufacturing process 
or department should have its own sub- 
section in the register. This sectionalizing 
by location prevents easy calculation of 
the total value of different types of plant 
owned by the concern, but facilitates cost- 
ing and budgeting and has been found 
more satisfactory. On acquisition, all 
units of plant are given a serial number 
which they will always retain. Types of 
plant can be distinguished by a letter, 
such as AC for air compressors and M for 
motors, and blocks of serial numbers allo- 
eated to each group so that within the 
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InstaHation of Plant Register—continued 
subsections in the plant register the cards 
could be filed numerically within the 
groups, which in turn are filed alpha- 
betically. 

It would be advisable for each factory 
to have its own separate plant account in 
the general ledger controlling a separate 
register, but any further split-up depends 
upon how far the accounts in the general 
ledger are departmentalized. 

Transfers of plant from one subsection 
or register to another can be accomplished 
by moving the relevant cards and making 
a notation on the “control” sheet for each 
register. 


7. What exactly constitutes an item or 
unit of plant, and how will the prob- 
lem of replacements of major parts 
of a unit be treated? 

This two-sided problem is largely a 
technical one to be decided by the engin- 
eering staff. The first side of it may best 


be illustrated by an example. A crushing 
ad 


machine may be purchased complete for 
£200, but it may consist of two drums 
and a motor as well as the main stand, 
drives, etc. The motor may have a life of 
five years and cost £50 and the drums a 
life of three years and cost £30 each, 
whilst the remainder of the machine may 
reasonably be expected to last 12 years. 
Is such a machine to be treated as one 
in the register? In most cases, it would 
not be desirable to split the machine up 
into too many separate items but to treat, 
say, new drums at the end of three years 
as repairs. Where, however, the motor 
may after five years’ service be replaced 
by another and, after a major recondition- 
ing, be available for use in another 
machine with a life of several years, it 
should then be treated as a separate unit 
and the two, the motor and the crushing 
machine, cross-referenced when the cards 
are first made out. The following is a 
goed general rule — purchases of plant 
should be broken down only as far as to 
list separately those parts which could 
themselves be used separately as an indi- 
vidual item of plant. 

The second side of this whole question 
is the more general one of definition of 
plant. In the first place, what expen- 
diture is capital and what is revenue? (Is 
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capital expenditure to include small 
items, such as pulleys, drives, ete., which 
could equally as well or better be re. 
garded as of a non-capital nature?) And 
in the second place, what is the dividing 
line between plant and other assets? (Are 
such things as special foundations, extra 
strong steel girders in certain parts of the 
factory buildings, or abnormally 
inforced concrete flooring in passageways 
to be regarded as plant or not ?—is a lathe 
an item of plant or a tool, etc.?) Standard 
instructions must be laid down for these 
points and others, such as the capitaliza- 
tion or otherwise of installation charges, 
freight and handling charges. In all these 
matters, consistency is vital for cost con- 
trol. The effect of taxation regulations 
should always be borne in mind when pre- 
paring such instructions. 


8. How will plant be depreciated? 

This is a major question on its own, but 
the installation of a plant register will 
allow, firstly, the use of varying deprecia- 
tion rates for different types of plant in- 
stead of a composite or average rate fora 
whole concern, and, secondly, straight- 
line depreciation. In this connection, it is 
interesting to note that on page 1219 of 
The Cost Accountants’ Handbook it is 
stated that straight-line depreciation “is 
undoubtedly , the most widely used 
method.” This statement is not, however, 
true of Australia, probably due mainly 
to the fact that in the past very few plant 
registers have been maintained here. 
Both the average deprgciation rate and 
the reducing balance method of deprecia- 
tion may be termed “rule of thumb” 
methods and are useless for strict costing 
and budgeting. It is not intended to sug- 
gest that separate depreciation rates 
should be fixed for every item of plant 
(although an estimated life should be 
made in each case) and, if possible, the 
group or types chosen as a result of the 
questions raised in point 6 above should 
in each case be sufficiently homogeneous 
to have allocated to it a depreciation rate 
that is applicable to all items in the group. 

In fixing depreciation rates, an estimate 
should be made of the retirement or scrap 
value of the unit at the end of its life. 4 
Provision for Depreciation Account # 
outlined in an article by Mr. O. R. Mae 
Donald in the Australian Accountant for 
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Installation of Plant Register—continued 


September, 1949, should also be estab- 
lished. A separate account for each plant 
account would be advisable (and its bal- 
ance would, of course, equal the total of 
depreciation absorbed to date as shown on 
all the relevant plant cards). 


9, Physical verification of plant. 


Each item of plant should be perman- 
ently and clearly marked with its serial 
number and the plant register should be 
used like a stock record book and verified 
continually by a system of perpetual in- 
ventory. This repeated check’is essen- 
tial to establish the continued existence 
of items in the register and also to pick 
up plant transfers or retirements that 
have taken place without proper authori- 
zation or notification. 
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10. Treatment of plant when,fully depre- 
ciated but still in use, and when 
retired. 

In the first case, the normal procedure 
would be to leave the unit concerned in 
the register at its estimated retirement 
value or, if that was nil, at £1, so that it 
is still represented in the ledger. The 
practice of adjusting depreciation rates 
during the life of an item or writing back 
depreciation already absorbed is compli- 
cated and not normally necessary. 

On retirement of a unit, it may be that 
it has not been fully depreciated or that 
it has been fully depreciated and is sold for 
a figure greater or less than its estimated 
retirement value. Different entries in the 
books will be needed in these varying 
cases, but they are all of the same pattern 
as those outlined by Mr. MacDonald in 
the article referred to above. 


FURTHER PROBLEMS ON INSTALLATION IN AN 
ESTABLISHED CONCERN 


Where the installation is takimg place 
in a concern that has been long estab- 
lished there remains, after all these points 
have been settled, the further problem of 
how past plant purchases and movements 
are to be brought into the register. There 
must be a two-sided approach to this—a 
physical inventory of plant and the pre- 
paration from the plant accounts in the 
general ledger of a theoretical register. 
lf the plant accounts have in the past 
been correctly maintained, then the 
theoretical register would practically be 
the same as the inventory and only minor 
ilterations to it would be necessary. 
However, for a concern of any size estab- 
lished for more than a few years, such a 
result would be most unlikely to occur, 
due to the presence of one or more of the 
following possibilities : 

(1) Many items in plant accounts may 

be no longer in existence. 
Many items may be quite unidenti- 
fiable due to the scarcity of details. 
) In the past, many items may have 
been capitalized as plant which it 
is now intended not to regard as 
plant or even as capital expen- 
diture. 
Costs may have been capitalized 
without any record of the items to 
which they related, such as “Plant 
erection costs for the year.” 


(5) Plant may have been transferred 
from one factory to another with- 
out ever having been charged out 
at the depreciated value of the 
plant at the time of transfer—an 
estimated market or some other 
value being used instead. 

(6) Early ledger cards or lists referred 
to on these may have been mislaid 
or destroyed. 

If a reasonably complete theoretical 
register can be prepared, there must then 
be effected a reconciliation between this 
and the inventory. Serial numbers would 
be allocated to identified units and ar- 
rangements made for these to be attached. 
However, this process will leave quite a 
few items in both the register and the 
inventory unidentifiable and theoretically 
those left in the register should be treated 
as having been previously retired and the 
necessary entries made, whilst those on 
the inventory should be valued and 
brought into account as a debit to plant 
and a credit to reserves. In practice a 
considerable amount of offsetting and 
arbitrary allocation of value may be con- 
sidered preferable and justifiable on the 
grounds that, although in the past the 
recording of plaut movements has been 
faulty, yet the plant accounts have actu- 
ally represented a fair and reasonable 
picture of the concern’s investment in 
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Installation of Plant Register—continued 
plant. However, if there are many items 
to be retired and few to be brought in, 
that is, if in actual fact the plant invest- 
ment has been shown much greater than 
it really is, then the over-investment must 
be written off or at least segregated for 
writing off at the earliest practicable 
opportunity. 

Where a reasonably complete theoreti- 
eal register cannot be prepared, there 
would seem to remain three courses. 
Firstly, to prepare a reconciled register of 
all plant items purchased since the 
earliest’ date after which full records are 
available and then to allocate, arbitrarily 
but with as much accuracy as is possible, 
values to all unreconciled items on the 
inventory so that the total of these will 
equal the total of the plant accounts 
minus the register total. Secondly, to 
ignore the preparation of a theoretical 
register and immediately allocate values, 
which in many cases existing records 





would allow to be true depreciated cost, 
to the physical inventory. Or thirdly, to 
decide to ignore plant purchased in the 
past and start the register from the 
present time. To do this, plant accounts 
would have to be kept for plant pur. 
chased prior to, say, 30th June, 1949, and 
plant purchased subsequent to that date. 
In due course, resulting from deprecia- 
tion, which could be on a straight-line 
method on the balance at the 30th June, 
1949, the first account would be closed 
and then the plant accounts would be 
fully represented by the register. An. 
other alternative is a combination of the 
first and third choices and in practice this 
might be the one most commonly chosen. 

Whatever course is chosen, the register 
will suffer at first from the disadvantage 
that it was the result of a compromise. 
Yet such a compromise may be the only 
practicable course to be adopted, and it 
would be far better than perpetuating the 
old system of unsupported plant accounts, 


ADVANTAGES OF A PLANT REGISTER 


In case the foregoing might appear to 
involve a considerable amount of work of 
doubtful value, the following brief list of 
the major advantages of a plant register 
should always be kept in mind. 

1..A complete history and full descrip- 
tion of each item of plant is readily avail- 
able. 

2. A detailed record in support of the 
general ledger account is always main- 
tained. , 

3. Figures are available for determin- 
ing the capital cost of any section or 
department. 

4. Figures are available for determin- 
ing the fixed charges of any section. 

5. A record of the cost of repairs to 
individual machines, ete., exists as a 
means of cost control and as a guide to 
future plant investment. 

6. A record is available in case of a 
disaster, such as fire, which enables the 
value of items destroyed to be ascer- 
tained with accuracy. In addition, risk 
of insurable assets not being insured 
through oversight is much reduced. 

7. A proper system of budgeting is 
difficult without a plant register. 





8. It consolidates a series of regords 
usually kept by several departments. 

9. It facilitates cost control, because it 
entails— 

(a) Standard instructions as to the 
purchase or manufacture, transfer- 
ring, sale and retirement of plant; 

(b) Standard instructions as to what is 
and what is not to be capitalized; 
and 

(c) Because superfluous or obsolete 
plant may be more readily noted. 

10. It is an easy record of plant value 
for transfer or sale purposes. 

11. It is an easy record of plant value 
for retirement purposes, and thus plant 
retired will be written, off in the year 
which it is retired and not, as often hap 
pens now, carried forward as a charge 
against future operations. 

12. It-entails much needed accuracy i 
accounting, as control accounts are dis 
sected and are capable of physical ver- 
fication. 

13. A detailed record is available sup 
porting depreciation charges and variable 
depreciation rates can be determined. 

14. It facilitates, and makes obvious 
the need for, the changeover to straight 
line depreciation. 
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LEGAL SECTION 


Edited by 
R. E. O’NEIL, A.1.C.A. 


VACATION OF OFFICE BY DIRECTOR CONVICTED OF 
INDICTABLE OFFENCE 


A company’s articles provided that a 
director .‘‘convicted of an _ indictable 
offence’ should vacate his office. The de- 
fendant, a director of the company, 
pleaded guilty before a court of summary 
jurisdiction to a charge of unauthorized 
dealing in gold, contrary to the Defence 
(Finance) Regulations, 1939, reg. 4, and 
was convicted and fined. By reg. 9 (1) the 
offence was punishable under the Defence 
(General) Regulations, 1939, reg. 92 (1), 
which provides that a person contravening 
or failing to comply with any of the regu- 
lations shall ‘‘(a) on summary conviction, 
be liable to imprisonment for a term not 
exceeding three months or to a fine not 
exceeding £100, or to both such imprison- 
ment and such fine, or (b) on conviction 
on indictment, be liable to imprisonment 
for a term not exceeding two years or to a 


fine not exceeding £500, or both such im- 
prisonment and such fine.’’ The company 
claimed a declaration that the defendant 
was disqualified from acting as a director. 
The Court of Appeal held that whether 
or not an offence was ‘‘indictable’’ within 
the meaning of the company’s articles de- 
pended on the nature and quality of the 
offence when committed, irrespective of 
the procedural manner in which it might 
subsequently be dealt with, and, therefore, 
as the offence of which the defendant was 
convicted was one which could be dealt 
with on indictment, he was ‘‘convicted of 
an indictable offence’’ within the meaning 
of the articles, and the company was en- 
titled to the declaration asked for (Hast- 
ings and Folkestone Glassworks Ltd. v. 
Kelson, [1948] 2 All E.R. 1013). 


SALE TO TRUSTEE FOR COMPANY TO BE FORMED SUBJECT 


TO DOUBLE 


Mr. R. G. B. Skinner, LL.B., A.L.C.A., 
Melbourne, writes: 

“I noted in your September, 1949, 
issue an article referring to the im- 
position of double duty on the sale of 
real estate to a trustee on behalf of a 
company about to be _ incorporated. 
Although this was a New South Wales 
decision, the law is similar in Victoria, 
although, to my knowledge, it has not 
been covered by a Court decision. 

“The practice of having an agreement 
with the trustee for the company is de- 
sirable and is used in many instances 
for other than private companies for the 
sole purpose of having a binding con- 
tract so that the vendor cannot be varied 
between the time of negotiations and ac- 
ceptance by the new company. In private 
companies the contract with a trustee is 
of little consequence. 


STAMP DUTY 


“The only really satisfactory way is for 
a contract with the trustee on behalf of 
the intended company stating that the 
vendor will sell to the company and that 
the company shall purchase. There should 
be further clauses, of course, limiting the 
time fixing the conditions and exempting 
the trustee from personal responsibility. 
In law the trustee will be a party to the 
contract and able to enforce it on behalf 
of the purchaser and the vendor will be 
bound pending the formation of the new 
company. A document in this form does 
not require any transfer by direction of 
the trustee and is effected by a transfer 
from the vendor to the new company. 


"**T do express doubt on the enforceability 
of the suggested method of an offer to 
sell which is made irrevocable pending 
the formation of the company, as it is still 
an offer to a legal entity not yet in being.” 
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BALANCE SHEET MAY SERVE AS ACKNOWLEDGMENT OF DEBT 


. By the English Limitation Act, 1939, 
s. 2 (1)(a@) actions founded on simple con- 
tract shall not be brought after the expira- 
tion of six years from the date on which 
the cause of action accrued. By s. 23 (4): 
‘‘Where any right of action has accrued 
to recover any debt or .. . pecuniary claim 

. and the person liable or accountable 
therefor acknowledges the claim . . . the 
right shall be deemed to have accrued on 
and not before the date of the acknowledg- 
ment .. .’’ By s. 24: ‘*(1) Every such 
acknowledgment as aforesaid shall be in 
writing and signed by the person making 
the acknowledgment. (2) Any such ac- 
knowledgment . . . may be made by the 
agent of the person by whom it is required 
to be made . . . and shall be made to the 


person, or to an agent of the person, whose 
title or claim is being acknowledged .. . 

In 1936 and 1937 the plaintiff lent 
£1,807 to a company in which he was a 
shareholder. At the annual general meet- 
ing of the company on December 31, 1946, 


? 


at which the plaintiff was present as a 
shareholder, the accounts for the years 
1939 to 1945 were presented to the meeting 
and included in the total sum shown as 
due to creditors, but not specifying it, the 
company’s debt to the plaintiff. In an 
action by the plaintiff to recover the money 
lent, the company pleaded that the action 
was barred by the LInmitation Act, 1939, 
s. 2(1)(a), but the plaintiff contended 
that the entry in the balance sheet pre- 
sented to him at the meeting constituted 
an acknowledgment of his debt within the 
meaning of s. 24 (2) of the Act, notwith- 
standing that it was presented to him in 
his capacity as a shareholder and not as a 


ereditor, and, therefore, by s. 23 (4), his 
right of action must be deemed to have 
accrued on the date of the acknowledg. 
ment. 

Held (by the English Court of Appeal): 
(i) Parol evidence was admissible to show 
that part of the sum shown in the balance 
sheet as due to creditors was owed to the 
plaintiff. 

(ii) The balance sheet presented to the 
plaintiff at the meeting of the company 
fulfilled all the requirements of s. 24, and, 
therefore, there was an acknowledgment by 
the company of the plaintiff’s debt within 
the meaning of s. 24 (1) and (2), and, by 
s. 23 (4), the plaintiff’s right of action 
must be deemed to have accrued on the 
date of acknowledgment, so that his claim 
was not barred under s. 2 (1)(a@) of the 
Act. Jones v. Bellegrove Properties Ltd, 
[1949] 2 All E.R. 198. 

The following dictum of Maugham, J., 
in Re Coliseum (Barrow) Ltd., [1930] 2 
Ch. 47, was applied: ‘‘It is now well settled 
... that the acknowledgment must be made 
to the creditor or to his agent: that is 
beyond dispute. In the present case the 
directors of the company, at various board 
meetings held from time to time, passed 
the balance sheets before them and two of 
them signed the balance sheets on behalf 
of the board pursuant to s. 113 of the Com- 
panies (Consolidation) Act, 1908. Accord- 
ingly, had the statement been made in the 
balance sheet that the company owed a 
specified sum to a shareholder to whom the 
balance sheet was sent in the usual way, 
that would have amounted, I think, toa 
sufficient acknowledgment within _ the 
authorities.”’ 








sinc 
be « 
the { 
(b 
some 
year 
mine 
quen 
othe: 
in tl 
for ¢ 
end 

notic 
ancy 
part: 
here 
Sit 
tena1 
tena 
to we 
peric 


March, 1950 


The Aust#alian Accountent 


STUDENTS’ SECTION 


Edited by 
K. C. KEowN, A.C.A. (AUST.), A.M.T.C. 


The answers to examination questions which appear in this section are 

not official. They have not been reviewed by the Board of Examiners 

of the Commonwealth Institute of Accountants and represent only the 
views of the member preparing them. 


MODEL ANSWERS 


by 


**Scriptor’’ 


COMMERCIAL LAW II 


Eximinations: October, 1949 


What do you understand by the following: 
(a) Tenaney for years? 

(b) Periodic tenancies? 

(c) Tenancy at will? 

(d) Tenancy on sufferance? 

(a) A tenancy for years is one which 
would expire at the end of a definite 
period, requiring a definite or ascertain- 
able time of commencement and termina- 
tion. The term may be very short—for 
example, one month—or very long—for 
example, 99 years—but the lessor cannot 
grant a lease for a period greater than 
that of his own interest. Unless renewed, 
such a tenancy will expire at the end of a 
definite period. It has the advantage of 
securing to the lessee certainty and 
security as to the length of the tenure, 
since it cannot (unless otherwise agreed) 
be determined before the expiration of 
the fixed term. 

(b) Periodic tenancies, or, as they are 
sometimes called, tenancies from year to 
year, are tenancies which may be deter- 
mined at the end of the first or any subse- 
quent year. Unless the lease provides 
otherwise, a yearly tenancy will continue, 
in the absence of a proper notice to quit, 
for an additional term of one year at the 
end of each year. The normal period of 
notice to quit is six months. Such a ten- 
ancy is not affected by the death of either 
party, and the right to assign applies 
here as in other types of tenancy. 

Similar principles apply to periodic 
tenancies for shorter periods, such as 
tenancies from month to month or week 
to week, the only difference being that the 
Period of notice required to determine 


such tenancies is much shorter, normally 
being equal to the period of the term. 
(ec) Tenaney at will arises when by 
agreement, express or implied, one person 
is’ in exclusive possession of land owned 
by another, other than as the servant or 
agent of that other, for an estate which is 
not freehold or for a term. This type of 
tenancy which is not for any definite 
period may not be assigned, and, in fact, 
is terminated by any purported assign- 
ment or by the death of either party. It 
is also terminable at the will of either 
party, although notice is necessary before 
possession may be reeovered. 

(d) A tenaney on sufferance arises 
where a lessee has gone into possession of 
the premises by lawful means, but after 
the expiration of the period fixed by the 
lease he continues in possession without 
any agreement with the owner of the pro- 
perty. Since his original entry was lawful 
he cannot be regarded as a trespasser, but 
the owner of the property may take pro- 
ceedings to eject him witheut the need to 
serve him with prior notice to quit. 

2. (a) Name the requisites of a valid will. 

(b) Name three circumstances in which a 

will may be revoked. 

(c) Briefly indicate the differences between 

an executor.and a trustee. 
(a) To be valid, a will must be 

(i) In writing; 

(ii) Signed at the foot or end thereof 

by the testator, or some other 
person in his presence and by his 
direction ; 

(iii) Such signature to be acknow- 
ledged by the testator in the 
presence of two. or more dis- 
interested witnesses present at 
the same time; and 
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(iv) Attesting witnesses must sign in 
the presence of the testator and 
of each other; 

(v) Executed of his own free will by 
a testator of full testamentary 
capacity —i.e., of sound mind 
and, with certain exceptions, 
over 21 years of age. 

(b) A will may be revoked 

(i) By subsequent marriage of the 
testator (except in Victoria and 
N.S.W., where a will expressed 
to be made in contemplation of a 
particular marriage is not re- 
voked by that marriage). 

(ii) By the execution of a later will 
or codicil revoking the earlier 
will. 

(iii) By being torn or burnt, ete., by 
the testator or someone in his 
presence and on his behalf, with 
the intention of revoking it. 

(c) Briefly, the main differences be- 
tween an executor and a trustee are these: 
An executor is appointed in a will; a 
trustee may be appointed by will or by a 
deed during settlor’s lifetime; an execu- 
tor’s powers are much wider than those 
of tristee, as a trustee’s duties may be 
confined to one particular property only; 
an executor is bound to pay a testator’s 
debts, but this is not part of a trustee’s 
duties. 

3. Set out and explain the meaning and effect 
of the following types of crossing on the cheques 
on which they appear: 

(a) Two parallel transverse lines 
across the face of the cheque. 

(b) The words “Bank of Victoria” written 
across the face ef the cheque. 

(c) As in (a), but with the words “Not 
Negotiable” between the lines. 

“(d) As in (a), with the addition between 

the lines of the words “Account payee 
only.” 


only 


(a) Constitutes a-general crossing 
ordering the drawee banker to pay the 
cheque to another banker. If the drawee 
banker fails to carry out this instruction, 
.and pays cash over the counter to a per- 
son who is not the true owner, he is 
liable to make good the loss suffered by 
the true owner as a result. 

(b) Constitutes a special crossing re- 
quiring the drawee banker to pay the 
amount of the cheque to the Bank of Vic- 
toria only, The two lines are not essential 
to this type of crossing. Failure to carry 
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out this instruction imposes a similar 
liability on the paying banker as in (a) 
above. 

(c) The effect of the lines is as in (a), 
but the words “Not Negotiable” act as a 
warning to the holder that he cannot 
obtain or pass on a better title than the 
one the person from whom he took it had. 
Such a crossing, while it does not destroy 
the transferability of the instrument, 
takes away one of the outstanding fea- 
tures of a negotiable instrument in that a 
cheque marked in this way is now trans- 
ferable “subject to equities.” 

(d) The two lines mean as in (a), but 
the words “Account Payee Only,” al- 
though not sanctioned by the Act, are ae- 
cepted in practice as a direction to the 
collecting banker to credit the proceeds 
of the cheque to the account of the payee 
named only. If the collecting banker dis- 
regards this, he may disentitle himself to 
the protection which would otherwise be 
afforded to him by s. 88 of the Bills of 
Exchange Act, in that he would not then 
be deemed to be acting “without negli- 
gence.” 

4. In connection with insurance, what do you 
understand by the following: 

(a) Subject to Average? 

(b) General Average? 

(c) Constructive Total Loss? 
Illustrate your answer. 

(a) This phrase is used mainly in rela- 
tion to Fire Insurance and Loss of Profits 
Insurance, although it is by no means con- 
fined to these alone. In its application to 
these types of insurance—and such poli- 
cies are only subject to average if ex- 
pressly so provided—it amounts to 4 
penalty for under-insurance. If the pro- 
perty in question is insured for a sum less 
than its actual value, then the insured is 
treated as his own insurer for proportion 
of the amount of a loss. Suppose, for ex- 
ample, that A’s factory, valued at £10,000, 
is insured against fire for £6,000, under 4 
policy which is “subject to average,” and 
that it is damaged by fire to the extent of 
£2,000. Since A has insured it for six 
tenths of its value, he is regarded as his 
own insurer for the remaining four 
tenths, so that while his insurer would 
compensate him as to six-tenths of £2,000 
(= £1,200) A is his own insurer for the 
balance of the loss, namely, £800. 

(b) A general average loss is a 10s 
caused by or directly consequential on 4 
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general average act. If in case of a real 
danger certain cargo is voluntarily and 
deliberately sacrificed for the benefit of 
all persons concerned, then such loss is a 
general one and is spread over all in- 
terests concerned rather than resting only 
on the owner of the goods so jettisoned. 

But it should be emphasized that before 
a general averagé contribution may be 
claimed there must be a real and common 
danger, followed by a voluntary and rea- 
sonable sacrifice of the property in rela- 
tion to which the claim for contribution 
arises, and the interests from which the 
contribution is claimed must have bene- 
fited as a result of such sacrifice. 

(ec) Where the whole of the subject 
matter insured is reasonably abandoned 
because its actual total loss appears in- 
evitable or because it could not be pre- 
served from actual total loss without ex- 
penditure in excess of its value when the 
expense had been incurred. So where a 
ship is damaged, and the cost of repairing 
it would be greater than its value when 
repaired, there is said to be a constructive 
total loss. In such a case, the insured (in 
the case of marine insurance) if he wishes, 
may give notice of abandonment to the 
insurer, abandon the subject matter in- 
sured to him, and treat the loss as an 
actual total loss. Alternatively, he may 
treat the loss as a partial loss (as would 
be more appropriate if the subject matter 
were greatly under-insured). 

5. Set out and illustrate three (3) circum- 
stances in which a partnership may be dissolved 
by act of the parties, and three (3) circum- 


stances in which it may be dissolved by the 
court upon application. 


(a) Dissolution by act of the parties. 
(The instances which follow are from the 
Partnership Act—there may well be con- 
trary or other provisions in individual 
partnership agreements. ) 

(i) If partnership was formed to last 
for a particular period, and that 

_ period expires. 

(ii) By the death or bankruptcy of 

.. either partner. 

(iii) If partnership was formed for a 
specific single undertaking which 
has now been terminated, then 
the partnership is terminated by 
the termination of such under- 
taking. Thus, if A and B enter 
into partnership for the purpose 
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of building a house, then, subject 
to any contrary agreement be- 
tween them, the partnership is 
dissolved on the completion of 
the house. 

(Note: It is considered that (i) and (ii) 
above are self-explanatory, and need no 
further illustration.) 

(b) Dissolution by order of the Court. 
Such an order, which will only be made 
on the application of a partner, may be 
made because— 

(i) The Court considers it just and 
equitable to do so because of cir- 
cumstances which have arisen — 
for example, a series of serious 
quarrels between the partners. 

(ii) One partner, other than the 

partner seeking the dissolution, 
has because, for example, of 
paralysis, blindness, ete., become 
permanently incapable of carry- 
ing out his part of the partner- 
ship agreement. 
The partnership business can only 
be carried on at a loss. The 
‘‘loss’’ here referred to must be 
more than a mere temporary loss 
resulting from operations over a 
short period—it must be of a per- 
manent nature such as will show 
that the whole purpose of the 
partnership—the carrying on of 
business in common with a view to 
profit—has failed. 

(Note: (ii) and (iii) are quite self- 
explanatory, and it is suggested that no 
further illustration is needed.) 

6. (a) Define the term “submission.” 

(b) Name six terms which may be implied 
(in the absence of a contrary inten- 
tion) into a submission to arbitration. 

(a) A submission (to come under the 
Arbitration Acts) must be a _ written 
agreement to refer present or future dis- 
putes to arbitration whether an arbitrator 
be named therein or not. 

(b)— 

(i) If no other mode of reference 
is provided, the reference shall 
be to a single arbitrator. 

(ii) If the reference is to two arbi- 
trators, they may appoint an 
umpire at any time within the 
period during which they have 
power to make an award. 

(iii) The arbitrators shall make their 
award in writing within three 
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Students’ Section—continued tion 85 to the true owner, that is P, for 
months (two months in Western the loss sustained by him. 
Australia) after entering on the 8. A and B, who are both accountants, wish 
reference or after having been to carry on business as partners under the firm 
called on to act by notice in writ- name of “A B and Company.” Enumerate ten 


ing from an arty to the sub- (10) of the more important of the matters for 
g ange | which you consider provision should be made in 


mission, Or On OF before any later their Partnership Deed. 
day to which the arbitrators, by 
any writing signed by them, may 
from time to time enlarge the 
time for making the award. 

If the arbitrators have allowed 1, 
their time or extended time to A and B. ‘ 

expire without making an award, Provision as to sharing of profits. 
or have delivered to any party Arrangements as to interest on ad- 
to the submission or to the um- vances, interest on drawings, in- 
pire a notice in writing stating terest on capital. 

that they cannot agree, the um- . Method of valuing goodwill on death 
pire may forthwith enter on the or retirement of either partner. 
reference in lieu of the arbi- Provisions regarding death or bank- 
trators. ruptey of either A or B—for ex- 
The umpire shall make his award ample, survivor to have right to 
within one month (except in purchase deceased’s share at valua- 
Queensland, where no time is tion, and that partnership is not to 


stated) after the original or ex- be deemed dissolved by death or 
tended time appointed for mak- bankruptcy of one partner. 
ing the award of the arbitrators Provision for proper accounts and 


Ten of the more important of the mat. 
ters for which A and B, by their Partner. 
ship Agreement, should provide, are— 
The capital to be introduced by both 


has expired, or on or before any their audit. 


The term of the partnership. 


later day to which the umpire by el 
Provision to refer disputes to arbi- 


any writing signed by him may V 

from time to time enlarge the tration. 

time for making his award. Arrangements as to partners’ draw- 
(vi) The witnesses on the reference ings, and partners’ salaries. 

shall, if the arbitrators or umpire Provisions relating to entry of new 

think fit, be examined on oath. partner. 

7. A cheque was drawn by A on the Blank 9. In connection with Commercial Arbitration 
Bank, payable to P or bearer. T stole it from P, (a) Name five (5) of the essentials of a 
and presented it for payment to the Blank Bank, valid award. 
which paid the amount of the cheque over the (b) Name four (4) ways in which a 
counter to T. Is the Blank Bank liable to P— award may be enforced. 


(a) assuming the cheque was uncrossed? ‘ 
(b) assuming the cheque was crossed gener- (a) An award, to be valid, must— 

ally? (i) Be in writing. 
Give full reasons. . (ii) Constitute a decision on all 

(a) If the cheque were uncrossed, pay- points raised in the submission, 
ment in due course by the bank would dis- but no others. 
charge it. Such payment is payment to (iii) Be legal. es 
the holder (and T is a holder) in good (iv) Be reasonable and possible of 7 
faith and without notice of T’s defective performance. edit = 
title. If the bank makes payment in this (v) Be certain—that is, not vague or te 
way the cheque will be discharged and ambiguous. cert . 
the bank will be under no liability to P. (b) An award based on a written sub- > 
(Refer s. 64 Bills of Exchange Act.) mission may be enforced by— ites 

(b) If the cheque were crossed gener- (i) Writ of Execution. mente 
ally, the banker would have made pay- (ii) Writ of Attachment. high 
ment other than in accordance with the (iii) Order for Specific Performance. ample 
directions constituted by the crossing (iv) An action before a Court of com- philosc 
and, having done so, is liable under sec- petent jurisdiction. 
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JOHNSONIANA — II 
In the January, 1950, isswe of ‘‘End Pages’’ there appeared a small 


selection of Dr. Johnson’s sayings. 


They have been so favourably 


received by the sixteen readers of this section of the Journal that I have 
decided to publish another small selection. 


On thrashing school boys 


In 1772 Boswell visited London to ap- 
pear before the House of Lords for a 
schoolmaster who had been deprived of 
his office for being somewhat severe in the 
chastisement of his scholars. He discussed 
the case with Johnson who advised, “You 
must show that the schoolmaster has a 
prescriptive right to beat; and that an 
action of assault and battery cannot be 
admitted against him unless there is some 
great excess, some barbarity. This man has 
maimed none of his boys.’’ 


+ 

In vino veritas 

One of the arguments advanced by Bos- 
well in defence of convivial indulgence in 
wine was that “a man who is well warmed 
with wine will speak truth.” Johnson: 
“Why, sir, that may be an argument for 
drinking, if you suppose men in general 
to be liars. But, sir, I would not keep 
company with a fellow, who lyes as long 
as he is sober, and whom you must make 
drunk before you can get a word of truth 
out of him.” 


On fine writing. 

Johnson’s advice to an author: “Read 
over your composition, and wherever you 
meet with a passage which you think is 
particularly fine, strike it out.” 

Macaulay, in a letter to Macvey Napier, 
editor of the Edinburgh Review, drew at- 
tention to the fact that Napier had deleted 
certain passages from one of Macaulay’s 
Teviews. Macaulay said: ‘‘The passages 
omitted were the most pointed and orna- 
mented sentences in the review. Now, for 
high and grave works, a history for ex- 
ample, or a system of political or moral 
Philosophy, Doctor Johnson’s rule — that 


every sentence which the writer thinks fine 
ought to be cut out—is excellent. But 
periodical works like ours, which unless 
they strike at the first reading are not 
likely to strike at all, whose whole life is a 
month or two, may, I think, be allowed to 
be sometimes even viciously florid. Prob- 
ably, in estimating the real value of any 
tinsel which I may put upon my articles, 
you and I should not materially differ. But 
it is not by his own taste, but by the taste 
of the fish, that the angler is determined 
in his choice of bait.’’ 

Note Macaulay’s estimate of a month or 
two as the lifetime of his essays. 


Judges must not play marbles 

Johnson and his friends once got into 
an argument whether the Judges who 
went to India might with propriety en- 


gage in trade. Johnson warmly main- 
tained that they might, “For why” (he 
urged) ‘‘should not Judges get riches, as 
well as those who deserve them less?” He 
went on, “No Judge, sir, can give his 
whole attention to his office; and it is very 
proper that he should employ what time 
he has to himself, to his own advantage, 
in the most profitable manner. ... A 
Judge may be a farmer, but he is not to 
geld his own pigs. A Judge may play a 
little at cards for his amusement; but he is 
not to play at marbles, or chuck farthings 
in the Piazza.” 


Carrying a bon mot 


When Bosweil was first presented (by 
Davies) to Dr. Johnson, Boswell remarked 
—T come from Scotland” and Johnson 
replied: “That, sir, is what a great many 
of your countrymen cannot help.” In re- 
counting this story, Davies messed it up 
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by making Boswell say: “I was born in 
Scotland,” so that Johnson’s saying had 
no point. 


On happiness 

One day Johnson enlarged upon Pope’s 
melancholy remark: ‘‘Man never is, but 
always to be blest.’’ He asserted that the 
present was never a happy state to any 
human being. . . . Some happiness was pro- 
duced by hope. Being pressed as to 


whether a man was not sometimes happy in 

the moment that was present, he answered, 

“Naw y 1c k >? 
Never, but when he is drunk. 


The post-prandial snooze 

‘‘T never take a nap after dinner but 
when I have had a bad night, and then the 
nap takes me.’’ 

How true this is, and how stupid we are 
when we say to children: ‘‘Go to sleep!”’ 
We do not go to sleep; we fall asleep. 


The proof of the pudding 


“Intentions must be gathered from 


acts.” 
To have and to hold 


‘‘Every man is born cupidus—desirous 
of getting; but not avarus — desirous of 
keeping.”’ 

French manners 

There was a Good Manners Chart at my 
school wherein it was stated that the 
French were the best-mannered people in 
the world. Johnson had other views with 
which I respectfully agree: 

‘‘The French are an indelicate people; 
they will spit upon any place. At Madame 

’s, a literary lady of rank, the footman 
took the sugar in his fingers and threw it 
in my coffee. The same lady would 
needs make tea a l’Anglaise. The spout of 
the teapot did not pour freely; she bade 
the footman blow into it. 

‘*‘The French are a gross, ill-bred, un- 
taught people; a lady there will spit on the 
floor and rub it with her foot.’’ [Like 
cigar ash, this is good for the carpet. |] 


‘ 

On asking questions 
Johnson sometimes could not bear being 
teased with questions. Boswell was once 
present when a gentleman asked so many, 
as, ‘‘What did you do, sir?’’ ‘‘What did 
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you say, sir?’’ that Johnson at last grew 

enraged, and said: ‘‘I will not be put tou 
the question. Don’t you consider, sir, that® 
these are not the manners of a gentleman?” 
I will not be baited with what and why; 

what is this? what is that? why is a cow’g 

tail long? why is a fox’s tail bushy?’’ The 

gentleman, who was a good deal out off 
countenance, said, ‘‘Why, sir, you are s@ 

good, that I venture to trouble you.” 

Johnson: ‘‘Sir, my being so good is no} 
reason why you should be so ill.’’ 


One of the advartages of foreign travel 


‘‘Indeed, if a young man is wild, an@ 
must run after women and bad company, 
it is better that this should be dong 
abroad, as, on his return, he can break off 
such connections, and begin at home @ 
new man, with a character to form, and 
acquainances to make.” 


Roast mutton 

Dr. Johnson had occasion once to com 
plain of some roast mutton, He scolded 
the waiter, saying, “It is as bad as bad cal 
be: it is ill-fed, ill-killed, ill-kept and iB 
drest.” 

This criticism seems somewhat captious 
as Australia had not then started to exe 
port meat to England. 


How to test a man’s breeding d 


The difference, Dr. Johnson observedy 
between a well-bred and an ill-bred maw 
is this: “One immediately attracts yout 
liking, the other your aversion. You lové 
the one till you find reason to hate him 
you hate the other till you find reason? 
like him.” 


The “former” and the “latter” 


Boswell recounts that Johnson’s at 
tion to precision and clearness in expreé 
sion was very remarkable. “He @ 
approved of a parenthesis; and I belié 
in all his voluminous writings, not half 
dozen of them will be found. He né 
used the phrases the former and the la 
having observed that they often 0o 
sioned obscurity ; he therefore contrived 
construct his sentences so as not to 
oceasion for them, and would even rail 
repeat the same words, in order to @ 
them.’’ : 
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